THE 
ACCOUNTING 
REVIEW 


Volume VII 
1932 


PUBLISHED QUARTERLY BY 


THE AMERICAN ASSOCIATION OF UNIVERSITY 
INSTRUCTORS IN ACCOUNTING 


4 
ay 
d 
4 
2 i 4 
4 
tra 
“a 
i 
| 4 
| 


ccountin 
Review 


Needed: A Research Plan for Accountancy . 
re y Procedure as a Means of Administrative Control 


General Motors Budgetary Control 


Budgetary Control and Standard Costs in Industrial Ac- 
counting James L. Dohr 

The Relation of Cost Aceounting to the bene re Control 
Problem ..Arthur W. Hanson 


The Costs of Medical Care C. Rufus Rorem 4 
A Program for Graduate Study of Accounting. . Jacob B. Taylor x 
Cost Research in the Field of Distribution. 


Profits and Surplus Available for Dividends. 
The Accounting Exchange 
Conyention Report 


Book Reviews 


THE AMERICAN ASSOCIATION OF UNIVERSITY 
INSTRUCTORS IN ACCOUNTING 


4 
hler 
h 
Accou g Procedures for Universities and Colleges...... ae 
..... Perry Mason) 
3 
Published Quarterly by 
% 
4 
a 


Books publish 
THE AMERICAN INSTIT 


ACCOUNTING TERMINOLOGY $1.50 

A preliminary report of od tn 

tute of. Accountants. 

An up-to-date glossary of accounting terms which reflects the general present-day 

usages of the vocabulary of the profession. 

FRAUD: ITS CONTROL THROUGH ACCOUNTS $1.50 
BY GEORGE BE. BENNETT 

How to prevent fraud by use of the principles of “internal check.” 

Cc. P. A. LAWS OF THE UNITED STATES $3.00 

Compiled by the American Institute of Accountants. 

The only available collection of the full text of all the laws governing certification 

of public accountants in all states and territories.of the United States. 

ACCOUNTANTS’ INDEX AND SUPPLEMENTS $25.00 

Prepared by the librarian of the American Institute of Accountants. 

A key to practically all the known English literature on the subject of accounting. 

With first Supplement, $15.00; with First and Second ap $25.00. First 

Supplement alone, $5.00: Second alone, $10.00, (A Third Supplement will be 

published in the Spring of 1932). 

AUDIT WORKING PAPERS Cloth $5.00, Leather $7.50 
BY J. HUGH JACKSON 

Detailed explanation of how the accountant should schedule and report results of 

his findings. 

EXAMINATION QUESTIONS $3.00 

Prepared by the Board of Examiners of the American Institute of Accountants. 

All questions and problems set in the Institute examinations from June, 1917, to 

November, 1927, inclusive. 

THE BALANCE-SHEET $3.00 
BY CHARLES B, COUCHMAN 

“1 full explanation of the preparation, content and interpretation of the balance- 

sheet. 

DUTIES OF THE JUNIOR ACCOUNTANT $1.25 
BY W. B, REYNOLDS AND F. W. THORNTON . 

What is expected of each beginner and more experienced accountant in conducting 

an audit from beginning to end. 

INTRODUCTION TO ACTUARIAL SCIENCE $1.50 
BY HARRY ANSON FINNEY 

A clear elementary textbook on actuarial science. 

THE ETHICS OF A PROFESSION $1.50 
BY A. P. RICHARDSON 


A practical discussion of the opinions of accountants as to what constitutes ethical 
practice, 


THE JOURNAL OF ACCOUNTANCY per Annum $4.00 
Official organ of the American Institute of Accountants. 
BULLETIN OF THE AMERICAN INSTITUTE OF ACCOUNTANTS 


os per Annum $1.00 
Monthly magazine containing current news of the accountancy profession. 


Soon to be published 
EXAMINATION QUESTIONS (1927 to 1931, inclusive) $2.00 
Prepared by the Board of Examiners of the American Institute of Accountants. 
LAW FOR LAYMEN 
BY HAROLD DUDLEY GREELEY 
Practical treatise on law for business and pre-examination study. 
ACCOUNTANTS’ INDEX, Third Supplement $10.00 
Bringing the references up to December 31, 1931, inclusive. 
ANSWERS TO EXAMINATIONS IN ACCOUNTING AND AUDITING 
BY HARRY ANSON FINNEY AND H. P. BAUMANN 
Unofficial answers prepared by the Editors of the Students’ Department of Tue 
JournaL or ACCOUNTANCY. 


Orders to be sent to 


AMERICAN INSTITUTE PUBLISHING CO., Inc. 
135 Cedar Street, New York 


| | 
OF ACCOUNTANTS 
i 
| 
iil 
a 
ge 
ii} 
Be 
4 i 
| | 
i 
i 
bid 
\ a 
| 
| 
} 


‘ 

é ‘ 
2 
i 
1 

| : : 
7 

4 
} 

: 

‘ 

x 

7 | 

¥ 

| 

. 

' : 

; 


‘ 
i 
: ‘ 
4 


The Accounting Review 


VII MARCH No.1 


Needed: A Research Plan for Accountancy E. L. Kohler 
Budgetary Procedure as a Means of Administrative Control... . 
E. L. Theiss 
General Motors Budgetary Control 

Budgetary Control and Standard Costs in Industrial Accounting 
James L. Dohr 
The Relation of Cost Accounting to the Budgetary Control Prob- 
Arthur W. Hanson 
The Costs of Medical Care C. Rufus Rorem 
A Program for Graduate Study of Accounting. . Jacob B. Taylor 
Cost Research in the Field of Distribution H. J. Ostlund 

Accounting Procedures for Universities and Colleges 
Lloyd Morey 
Perry Mason 


Grading C.P.A. Papers, by E. L. Kohler; Premature Retirement of Bonds Out- 
standing—Adjustment of Unamortized Bond Expense, by E. L. Sandberg; The 
Evaluation of a Certain Type of Property, by Raymond Garver. 


Convention Report 
Constitution of the American Association of University Instruc- 
tors in Accounting 


Book Reviews 


DR Scott, The Cultural Significance of Accounts; James O. McKinsey, Accounting 
Principles; Glenn G. Munn, Encyclopedia of Banking and Finance; Joseph Stagg 
Lawrence, Banking Concentration in the United States; Warren M. Persons, Fore- 
casting Business Cycles; A. H. Winakor, The Financial Plan of Department Stores ; 
Edgar H. Gault, Monthly and Yearly Standards of Performance for Department 
Stores; S. E. Huebner, Editor, Organized Commodity Markets; Engen Schmalen- 
bach, Grundlagen der Selbstkostenrechnung und Preispolitik ; Erich Kosiol, Kaulku- 
lation und Kostengestaltung in Warenhandel; University of Illinois, The Banking 
Structure of the Seventh Federal Reserve District; Arthur S. Dewing, Corporation 
Finance ; Bernice C. Turner, The Federal Fund Market; United States Corporation 
Company, New York Laws Affecting Business Corporations; University of Illinois, 
The Operating and Earning Power Ratios of Gas Companies; A. F. Richardson, The 
Ethics of a Profession; Charles F. Rittenhouse and Atlee L. Percy, Accounting 
Problems: Intermediate; Von Dr. Fritz Fleege-Althoff, Die Notleidende Unter- 
nehmung. 1. Band. Krankheitserscheinungen und Krankheitsursachen; Dwight O. 
Pomeroy, Business Law. 


Editor: Ertc L. KOHLER. Assistant Editors: E. A. HEILMAN, ARTHUR W. HANSON, and A. C. 
LITTLETON. Advertising Manager: Howarp C. GREER. Secretary-Treaswrer: CHas. F. SCHLATTER. 

Entered as second class matter at the Post Office at Menasha, Wisconsin. 

Manuscript and correspondence relating to editorial matters should be addressed to the Editor 
at 1 N. La Salle Street, Chicago, Illinois. 

Advertising and advertising inquiries should be directed to the Advertising Manager at 506 
South Wabash Avenue, Chicago, Illinois. 

Subscription and business communications should be addressed to the Secretary-Treasurer, 
Menasha, Wisconsin, or 217 Commerce Building, University of Illinois, Urbana, Illinois. 

Subscription price: $4 a year; $1 a single copy; postage free. 

Acceptance for mailing at the special rate of postage provided for in the Act of February 28, 
1925, authorized February 12, 1932. 


1 | 
11 | 
22 
81 
84 H 
88 
42 
48 | 
54 
61 
75 
4 
4 
7 


CONTRIBUTORS TO THE 
MARCH ISSUE 


Epwin L. Tue1ss, associate professor of ac- 
counting at the University of Illinois, holds a 
doctor’s degree from the University of Chi- 
cago. He is an Illinois C.P.A. and a member 
of the American Society of Certified Public 
Accountants. 


F. G. Donner is associated with the treas- 
urer’s office of General Motors Corporation. 


James L. Dour is assistant professor in ac- 
counting at Columbia University. 


Artuur W. Hanson is associate professor 
in accounting at Harvard Graduate School of 
Business Administration. He is assistant edi- 
tor of Tue Accountine Review and author 
of the recent “Problems in Auditing.” 


C. Rurus Rorem will be remembered by 
readers of the Review for past contributions 
on the subject of costs of medical care. He 
is author of a number of monographs dealing 
with medical economics, and is at present 
working in this field under the auspices of 
the Julius Rosenwald Fund. 


Jacos B. Taytor is head of the accounting 
department at Ohio State University and co- 


author with H. C. Miller of “C.P.A. Prob- 


lems.” 


H. J. Ostiunp is assistant professor of ac- 
counting at the University of Minnesota. He 
was formerly director of the statistical divi- 
sion of the National Wholesale Druggists’ As- 
sociation. 


Lioyp Morey has for many years been 
comptroller and professor of accounting at the 
University of Illinois. He is well known for 
his work in institutional and governmental ac- 
counting and for his contributions to the litera- 


ture of this field. 


Perry Mason, associate professor of busi- 
ness administration at Antioch College, is con- 
tributor of the section on Business Law ap- 
pearing in the new edition of the “Account- 
ants’ Handbook.” 


RayMonp Garver is associate professor of 
mathematics at the University of California at 
Los Angeles. He is the author of numerous 
articles which have been published in mathe- 
matical journals. 


Copyright, 1981, The American Association of University Instructors in Accounting 


Insts 
on 
of ti 
coun 
coun 
brow 
futu 

the 

the 
men 
eith 
sch 
tic 
Hi 
qu 
ma 
ov 
co 
he 
8a 
ne 
¢ 

a 

h 

P 

a 

d 


The Accounting Review 


Voutume VII 


Marcu, 1982 


NumsBer 1 


NEEDED: A RESEARCH PLAN FOR 
ACCOUNTANCY 


E. L. 


IntrRopuctTory Note 


Those who attended the recent Convention of the American Association of University 
Instructors in Accounting were impressed by the report on the work of the Joint Committee 
on Accounting Research and Education which was appointed in 1931 by President Stevenson 
of this association and President Peisch of the American Society of Certified Public Ac- 
countants. The need for intensive study and effort toward the improvement of present ac- 
counting training and for the development of higher standards of accounting practice was 
brought out in such a striking way as to provide a challenge to all those interested in the 
future of accountancy. The report has such importance and significance that as President of 
the Association I have asked Mr. Kohler, as chairman of the Committee, to present it as 
the leading article in the March issue of Tue Accountine Review. I am hopeful that every 
member of the Association will read it, and that many will express their views on the subject 


either to the Committee or to the undersigned. 


asE 1: A candidate in a recent 
( C.P.A, examination who had been a 
student in one of our accounting 
schools was asked to give some of the par- 
ticulars of an audit for credit purposes. 
His answer, admittedly brief but not un- 
questionably cogent, was: “The idea is to 
make the best possible showing of profits 
over a period of years.” 

Case 2: Another C.P.A. candidate was 
confronted with a problem of a type he 
had never seen before. “This problem,” he 
said to the examiner, “is unfair. We were 
never given a problem like this in our 
C.P.A. review course.” 

Case 3: Still another C.P.A. candidate, 
a university graduate who had earned a 
high scholastic standing, glanced at a 
problem calling for a consolidation of bal- 
ance sheets, one of which was the balance 
sheet of a proprietorship. After some pon- 
dering he approached the examiner. Said 
he: “This problem cannot be worked. Only 
balance sheets of corporations can be con- 
solidated.” 


Howarp C, Greer 


Case 4: A graduate of a well-known 
school of commerce who had majored in 
accounting sought a position as a junior 
accountant. He was given a brief written 
examination by the public accountant to 
whom he had applied and was found to be 
lacking in knowledge of some of the most 
elementary principles. After a sharp quiz 
by the public accountant, he grudgingly 
admitted that he had earned good grades 
in each accounting course by copying so- 
lutions obtained from students who had 
already completed the course. A sufficient 
number of his weekly papers had been 
graded “A” to offset the poor marks 
which his term examinations had yielded. 

Case 5: An instructor in a small college 
in the Middle West teaches economics, so- 
ciology, political science, advertising, and 
two courses in accounting. He writes: “My 
only knowledge of accounting comes from 
the textbook I use. I would like to find out 
whether a reserve for bad debts is really 
found in practice.” 

Case 6: A prospectus is issued by a tele- 
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phone company, supporting the sale of 
first-lien collateral 20-year 6 per cent gold 
bonds. “Net earnings,” the prospectus 
reads, “for the twelve months ended 
June 30, 1981, before interest, deprecia- 
tion, amortization of debt discount and 
expense, and Federal income tax, as certi- 
fied by Messrs. X and X, public account- 
ants, were $1,250,000, or two and one-half 
times the interest requirements of this is- 
sue.” The underlying security for the 
bonds, the prospectus adds, are the fixed 
assets of the company, the “total esti- 
mated value” of which, less accumulated 
depreciation, is $20,000,000. Five per cent 
of this figure is $1,000,000, undoubtedly 
a minimum annual allowance for deprecia- 
tion, indicating that actually the company 
is earning only half enough to cover its in- 
terest requirements. 

Case 7: The annual report of a corpora- 
tion is issued under date of October 31, 
1981, in which a certified balance sheet 
and certified condensed statement of profit 
and loss appear. After noting that the 
year’s net profit per share was $3.02, or 
two cents more than the dividends paid 
during the same period, the reader, 
through a comparison with the 1980 re- 
port to stockholders, discovers that earned 
surplus, instead of increasing two cents for 
each share outstanding, has decreased 
$1.28 per share. No data of any sort ap- 
pear in the 1981 report explaining the 
loss of net worth. 

Case 8: A new issue of no-par Class A 
common stock of a certain corporation was 
sold in 1930 to the public at $17.50 per 
share. On the books of the corporation, $6 
was credited to capital stock account, $2 
was credited to surplus account, while the 
balance of $9.50 per share appeared no- 
where on the books or in the company’s 
annual report. The public accountant was 
furnished with a copy of the prospectus, 
and ascertained through his own inquiry 
that the $9.50 was divided between the 
bankers, their representatives, and the offi- 
cials of the company, yet the public ac- 
countant furnished a certified balance sheet 
on which the number of shares of Class A 


stock issued did not appear; no mention 
was made on the balance sheet or in the 
certificate of the fact that due to losses 
from operations a cash dividend had been 
paid from the “surplus” of $2 per share 
created with a part of the proceeds from 
the sale of stock. 

Case 9: Certain officers of a building 
corporation who owned 20 per cent of its 
capital stock formed a bondholders’ “pro- 
tective” syndicate and agreed among them- 
selves to cause the corporation to default 
on the next payment of interest on its out- 
standing bonds, although the company was 
able fully to meet the obligation. Immedi- 
ately after the default they spread rumors 
of insolvency and possible bankruptcy, and 
circularized bondholders, offering to pur- 
chase bonds for fifty cents on the dollar. 
Many holders, who had already sustained 
even greater losses on other issues, gladly 
accepted the offer, and the syndicate thus 
acquired bonds having a par value of ap- 
proximately $100,000 which it then pro- 
ceeded to turn back to the building cor- 
poration at par and accrued interest. A 
public accountant, engaged to audit the 
accounts of the building corporation, al- 
though informed of these transactions, pre- 
sented a certified balance sheet in which no 
indication appeared that the bonds had 
been repurchased from holders at less than 
par. 

Case 10: A public accountant, in audit- 
ing the books of a small but highly profit- 
able corporation, discovered that the vice- 
president and salesmanager of the com- 
pany was the wife of the president. Upon 
inquiry, the accountant found that she was 
performing no services for the company. 
The salary of each was $45,000 per an- 
num and had been properly authorized. 
The president, owning 60 per cent of the 
outstanding capital stock of the company, 
had always been able to elect his own 
Board of Directors. The minority stock- 
holders had received no dividends in two 
years but had been furnished annually with 
a condensed balance sheet and operating 
account. In the latter statement all ex- 
penses had been lumped together in one 
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figure. At the request of the president, the 
accountant attached his certificate to the 
two financial statements, prepared as in 
previous years, without disclosure of the 
salary or salaries. 

These ten cases, which are by no means 
exceptional occurrences, offer a mélange of 
situations common enough in the account- 
ancy of today. They could be multiplied 
many times; but there is, I hope, no need, 
for those to whom this paper is addressed 
have doubtless had so many similar situa- 
tions called to their attention that any fur- 
ther recital would weary them unduly. 
They have been introduced for the purpose 
of pointing out that standards of account- 
ing instruction and accounting practice 
are all too often feeble affairs. 


II 


The Joint Committee on Preparation for 
the Accounting Profession was established 
early in 1981 under the auspices of the 
American Association of University In- 
structors in Accounting and the American 
Society of Certified Public Accountants 
with the hope that a means might be found 
of coérdinating more closely the practicing 
and teaching professions of accounting 
through a study of some of their more ur- 
gent problems; the Committee was charged 
with the immediate responsibility of review- 
ing the requirements of the profession re- 
flected in state C.P.A. examinations. On 
first thought this review would have en- 
tailed an analysis of the examinations of 
the American Institute of Accountants 
which have been adopted by states whose 
candidates for the degree comprise ap- 


proximately 25 per cent of the annual to-— 


tal, the examinations of the American So- 
ciety of Certified Public Accountants 
which are taken by another 25 per cent, 
and the independent examinations given by 
the states of New York, Pennsylvania, and 
a few others whose standards have been 
generally recognized as high, Since the first 
meeting of the Committee, the advice of a 
good many accounting instructors and pro- 
fessional accountants has been sought; 
from these conversations have arisen the 


conclusions not only that a study of ex- 
aminations is dependent on the larger prob- 
lem of preparatory training that must pre- 
cede professional life, but also that pre- 
paratory training is itself dependent on 
the existence of adequately defined and rea- 
sonably developed professional standards. 

Before proceeding with the discussion of 
a specific program, therefore, it has seemed 
essential that attention be called to the 
convictions (1) that an investigation of 
any section of the field of professional 
prerequisites must accompany rather than 
precede a survey of professional standards, 
(2) that a carefully outlined research pro- 
gram is required for a comprehensive in- 
guiry into both fields, (8) that several 
years are necessary for the prosecution of 
such a program, (4) that ample funds must 
be provided for any adequate program of 
research, and (5) that the codperation of 
the national associations of accountants 
ought to be secured.’ It is the purpose of 
this preliminary report to call attention 
to certain aspects of practice that must be 
faced frankly, to enumerate a number of 
research problems of vital importance to 
accountancy, and to suggest that the wide 
scope of the inquiry demands a separate or- 
ganization which it is earnestly hoped this 
Association’ may sponsor. 

President Stevenson has well stated the 
case from the viewpoint of the accounting 
instructor: 


Up to the present time the professional so- 
cieties have not set forth the qualifications of 
an accountant or the proper training methods. 
It seems to me that the time has come for the 
practitioners and the teachers of accounting 
to attack this problem with a view to estab- 
lishing a relationship that compares with other 
professions such as law, medicine and engi- 
neering. 

The present situation perhaps is to be ex- 
pected in a young and growing profession. 
All the older professions went through experi- 


1In the September, 1929, issue of The Certified 
Public Accountant, the writer reached somewhat 
similar conclusions in his report for the Committee 
on Technical Affairs. 

*?The American Association of University In- 
structors in Accounting. 
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ences of similar character in their early years. 
It is only within relatively recent years that 
law schools and engineering colleges assumed 
the major réle in preparing candidates for 
admission to those fields. Accounting has 
passed the stage of infancy now and it seems 
that it should be ready to accept the implica- 
tions involved in being recognized as a pro- 
fession. . . . 

There has been no formal recognition on 
the part of the accounting profession of edu- 
cational institutions. Our state laws provide 
that any person who has completed a high 
school course and has had a certain number 
of years of practice in the office of a Certi- 
fied Public Accountant may sit for the ex- 
amination. This would seem to indicate that 
the accounting profession assumes that the 
background of fundamental principles, as well 
as the techniques of the profession, can best 
be learned by the apprenticeship method. The 
large number of failures on the state examina- 
tion, however, would seem to indicate that the 
provisions in the law do not result in a care- 
ful selection of those who present themselves 
for examination. . . . It is perfectly evident 
that the schools and the profession have not 
cooperated well in developing this type of 
training. This is evidenced by the fact that 
the profession has not given formal recogni- 
tion to collegiate schools in their laws and 
regulations admitting applicants to practice 
and by the large numbers of failures in C.P.A. 
examinations. 

The reasons are not easily determined. Per- 
haps the members of the teaching profession 
feel that the practitioners have not given evi- 
dence enough of what is desired in a univer- 
sity training program, and undoubtedly those 
in public practice feel that the universities 
have not offered instruction on a satisfactory 
plane. Certain criticisms have been leveled at 
each group by the others in recent years. Up 
to the present time there has been no basis for 
judgment and no conclusions with respect to 
this situation could be reached.® 


Ill 


It has been asserted frequently that ac- 
countancy is a profession. The attributes 
of a profession, which might well be con- 


*From “Avenues of Entry to the Accounting 
profession,” Tue Accountine Review, June, 1931, 
p. 140. 


sidered for a moment, have been defined as 
follows: 


To become a profession a trade or calling 
must (1) be generally recognized by universi- 
ties and colleges as a profession, by the crea- 
tion of courses therein in separate special col- 
leges, schools, or departments leading to rec- 
ognized degrees therein, distinct from the 
usual general degrees in arts, science, or let- 
ters; (2) require principally mental rather 
than manual or artistic labor and skill for its 
successful prosecution; (3) recognize the duty 
of public service; and (4) have a code of 
ethics generally accepted as binding.‘ 


It may be of interest to see how account- 
ancy meets the specifications of this defini- 
tion. 

(1) Recognition of accountancy by the 
universities has been very nearly universal, 
although courses in accounting have been 
confined to departments in schools of busi- 
ness and have not been accorded the dig- 
nity of a separate college. The same limita- 
tion applies to degrees: “bachelor of 
science,” usually qualified “in commerce,” 
or “bachelor of business administration” or 
of “commercial science,” are the usual 
awards for four years of a mixture of un- 
dergraduate liberal arts and commerce 
work. Graduate degrees, like the bachelor 
degrees, also refer to commercial studies in 
general rather than specialization in ac- 
counting; the possibilities of a doctor’s de- 
gree in any branch of “commercial science” 
other than general economics are extreme- 
ly limited. It must be said, therefore, that 
recognition of accountancy by the schools, 
while encouraging, has not reached the 
point where it can be regarded as anything 
more than an acknowledgment that ac- 
countancy is a branch of business. Ac- 
counting courses must be fitted into cur- 
ricula already well filled with other com- 
merce courses. The schools cannot be 
blamed for this condition, because con- 
siderable doubt exists as to the proper 
scope of an education in accountancy. 

It is an open question whether business 
training as it is now organized affords a 


‘From report of committee at Professional In- 
terfraternity Conference, Washington, 1928. 
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sufficiently broad background for special- 
ization in accounting. If accountancy is to 
rank as a social science, preparation there- 
fore should include general studies in social 
history, organization, and control, as well 
as the customary specialized studies relat- 
ing to the narrower field of business. There 
should also be courses designed to develop 
and foster the scientific attitude. Account- 
ancy graduates rarely have more than one 
science course to their credit, and the prin- 
ciples of the subject studied remain too un- 
related by them to their field of specializa- 
tion. Again, within the field of business, 
possible courses involving technological 
problems in the conduct of specific enter- 
prises ought to be considered, to the end 
that the prospective accountant may have 
some knowledge of how business is con- 
ducted and how it operates. A good many 
so-called managerial courses in business 
schools might well be permanently shelved. 
The student of business must be brought 
into closer contact with the details of his 
future employment. The accountancy stu- 
dent is in particular need of a detailed 
knowledge of the organic structure of of- 
fice and factory. 

A careful formulation of practice pre- 
requisites, which only a protracted study 
can educe, will go far in determining 
whether the profession is far enough ad- 
vanced to ask for any change in the re- 
stricted education in business and account- 
ancy which most schools now offer. 

(2) Nobody denies that something more 
than manual skill is necessary in the equip- 
ment of the accountant. There may be 
doubt as to the best features of his train- 
ing, the length of his apprenticeship, and 
the value of his services ; but it can be safely 
said that well-developed and well-disciplined 
intellectual and imaginative qualities are 
today sought more than any others by em- 
ployers of young accountants. 

(8) Public service in accountancy is pre- 
sumably its most distinctive attribute. The 
accountant, though employed by the man- 
agement, is quite generally regarded as re- 
sponsible to the world. Montgomery and 
others have consistently held that the moral 
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responsibility of the accountant extends at 
least to the investor and lender, and this 
sentiment will be found in every standard 
textbook on auditing. Yet many account- 
ants, frightened by the pronouncement of 
Judge Cardozo in the Ultramares case that 
they may be liable to third parties for their 
fraudulent statements, are now issuing cer- 
tificates for restricted circulation—for ex- 
ample, addressing them to boards of direc- 
tors—hoping thus to escape liability to 
others ; by so doing they refuse to acknowl- 
edge what even the man on the street at- 
taches to accountancy: impartial findings. 
Unfortunately, the number of accounting 
firms following this practice is now on the 
increase. If the practice of avoiding public 
responsibility continues, the professional 
character of accountancy may justly be 
said to be in the balance. 

(4) One professional aspect has clung to 
accountancy persistently—a code of ethics 
—notwithstanding the low esteem into 
which certain provisions of the code have 
fallen. For example, the failure to disclose 
material facts has always occupied a prom- 
inent position in the code, although no rule 
has as yet been formulated to indicate what 
“material facts” are. In the last five cases 
cited at the beginning of this paper, it may 
seem obvious that in each instance material] 
facts were wilfully concealed by the ac- 
countant. Perhaps the accountant’s defense 
would probably be that he, like any other 
member of a profession, must at times sub- 
ordinate himself to his client (the manage- 
ment) where questions of judgment and 
opinion rather than questions of principle 
are at issue,° and that the disclosures with- 
held in these cases were the result of opin- 
ion, not necessarily his own, as to what con- 
stitutes or does not constitute the material- 
ity of the facts involved.® 


*This viewpoint was defended recently by Mr. 
George O. May at the opening of the 1982 Vawter 
lectures at Northwestern University. 

*Lest this statement be construed as unfair, it 
should only be necessary to recall that many ac- 
countants accept the recommendations of attorneys 
and investment bankers for inclusions in and omis- 
sions from financial statements. It is hardly cred- 
ible, for example, that of their own accord account- 
ants would certify to condensed balance sheets. 
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In general, while the national societies of 
practitioners have established codes of 
ethics, almost all the rules can be and fre- 
quently are circumvented, since it is left 
so wholly to the practitioner to interpret 
the very general provisions of these codes 
as he will. Some practitioners, indeed, have 
construed the rules so liberally as to re- 
gard accountancy as a business service sub- 
ject to such restraints as are not in con- 
flict with the maintenance or expansion of 
their practice. Others, attempting to es- 
tablish standards of their own which are 
compatible with the rules of the code, have 
followed precedents which antedate and are 
now out of harmony with modern practice. 

An activity implied in the definition of 
profession is the’ advisory relationship to 
the schools which are attempting to implant 
a proper knowledge of accountancy in the 
minds of the oncoming generation. Every 
other established profession has attacked 
the problem of educational preparation 
from many angles; but the widely variant 
standards of instruction in accountancy 
have as yet been of little or no concern to 
the members of the accountancy profes- 
sion. 

As a whole, therefore, while the implica- 
tions of a profession are apparent in the 
field of accountancy, the flesh and blood of 
a vital professional body of courageous and 
independent practitioners are wanting. 
Many steps must be taken to prove that 
accountancy can reach and maintain a true 
professional level. 


IV 


Professional realities are closely related 
to the professional future. Not only do the 
accomplishments of today hold forth the 
hope of more important achievements for 
tomorrow, but a study of the trends within 
and without accountancy point to the con- 
stant enlargement of the accountant’s re- 
sponsibilities. Notwithstanding that his du- 
ties toward present-day society are con- 
fined primarily to a mirroring of past 
financial events, the future holds in store 
for him a wider utilization of his capaci- 
ties: a position for which he is fitted both 


by training and experience and by the eco- 
nomic conditions of the day. The para- 
graphs immediately following are attempts 
to indicate what some of these enlarged re 
sponsibilities may be. 

As a business adviser the accountant will 
rank above all others. In the formation of 
corporations, combinations of existing cor 
porations, and in their dissolution, he will 
be invariably consulted. The qualification 
of a corporation or its securities before 
governmental bodies, its compliance with 
orders from controlling agencies, the main- 
tenance of its activities in accordance with 
the purposes for which it was created, are 
all matters on which the discernment and 
judgment of the accountant can profitably 
be brought to bear. 

As an exponent of good financial prac- 
tices, he will bring about the dissemina- 
tion of full facts and figures relating to 
corporation operations. He will demon- 
strate the greater value of full publicity 
over half-stated truths hitherto justified 
under the plea of competitive necessity. He 
will be the chief agent in establishing stand- 
ards in financial statements so that a per- 
son trained to understand one set of state 
ment can intelligently interpret other state- 
ments of the same company or of any other. 
He will lend his aid to the increase in the 
popular understanding of corporate fi- 
nances, so that the ever-increasing obliga- 
tions of the corporation to society may be 
adequately met. 

In line with his duties as a public ser- 
vant, the accountant will be depended on as 
the fiscal agent of the stockholders of every 
corporation, responsible for keeping them 
informed of the condition of their invest- 
ment. To establish this and to perform the 
duties implied in the preceding paragraph, 
a new relationship will be perfected with 
corporation clients whereby the accountant 
will maintain closer contact with their ac- 
tivities between the dates of annual audits. 
He will address his report to stockholders 
rather than to officials and he will be held 
accountable for minimum reviews of operat- 
ing results in which the current success or 
failure of the management will figure. 
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Between capital and labor the account- 
ant will stand first as the fact-finder and 
ultimately as the adjuster. Likewise, in 
commercial disputes, he will be fitted to act 
as arbitrator between debtor and creditor, 
licenser and licensee, injurer and injured. 

Adequately trained in the principles of 
income taxation, the accountant’s return of 
information will be accepted by govern- 
mental agencies as correct; in this manner 
the existing procedure will be greatly sim- 
plified. He will correlate financial theories 
and tax theories to a degree where the dif- 
ferences between them will be eliminated. 

Possessing a detailed knowledge of capi- 
tal and what constitutes a fair return on 
investment, the accountant, representing at 
the same time the public and the investor, 
will stand as the arbiter of rates charged 
by monopolies such as public utilities. He 
will clarify the present confused concepts 
of what constitutes an adequate return, re- 
move the highly speculative element from 
the financing of utilities and their holding 
companies, and simplify the relationship of 
their finances with the public interest. 

In the administration of municipal cor- 
porations and other governmental bodies, 
he will create standards for financing, for 
budget-making, and for the elimination of 
waste and graft in public expenditures. He 
will participate in the drawing-up of budg- 
ets and reports, and will serve as the 
public’s official representative in all fiscal 
matters pertaining to government. 

An enlargement of the accountant’s ex- 
isting functions will entail certain neces- 
sary changes in the profession. Standards 
will have to be created for the conduct of 
its members and for the information and re- 
liance of the public. There will be no lack 
of recognition of leaders in the profession, 
but as increasing responsibilities are put 
on each of its individual members, the pro- 
fession will witness the decline of national 
firms of accountants and the growth of lo- 
cal firms bearing the names of its prin- 
cipals—a development corresponding to 
that of the legal fraternity. Standards of 
the profession as a whole will then have 
superseded the standards now recognized 


by the average outsider as existing with 
certainty only in the so-called national 
firms. 


All these considerations lead irresistibly 
to the conclusion that before us lies a wide 
field of research preceding the adoption of 
standards for the proper advancement, 
guidance, and interpretation of the pro- 
fession of accountancy. It is now neces- 
sary to investigate the practical side of the 
present inquiry: what problems for im- 
mediate research suggest themselves and 
how can the research program be organ- 
ized? 

Research problems in accountancy may 
be conceived as falling roughly into two 
groups—those primarily educational in 
character and those primarily professional. 
Yet, as already stated, a comprehensive 
study of the problems of either group must 
of necessity involve the other. For example, 
an examination of the possible methods of 
teaching auditing would be wasted if the 
professional objectives of audits remained 
obscure. Likewise the setting of higher 
standards in the conduct of audits would 
be futile if these standards could not be 
enunciated clearly enough for the account- 
ing instructor to follow.” Any considera- 
tion, in fact, of the professional aspects of 
accountancy must proceed hand in hand 


™On October 8, 1931, the Council of the Ameri- 
can Institute of Accountants explained in a letter 
to the members of the Institute its rejection of a 
Committee report which had recommended a cer- 
tain classification of auditing services: “Anything 
which might tend to standardize accounting serv- 
ices or to restrict even in the slightest degree the 
exercise of initiative, judgment, and — 
thought by accountancy practitioners wo be 
harmful rather than helpful. The exercise of <= 
ment based upon experience and integrity is y 
what the accountant has to offer the public.” Initia- 
tive, judgment, and original thought are possessed 
undoubtedly by all successful accountants whether 
or not they have observed the niceties of codes of 
ethics; but are these qualities stifled through stand- 
ardization? Must they not to some extent be sub- 
ordinated to the mores of the group? In denying 
its right to interfere “even in the slightest degree,” 
the Institute’s Council has apparently espoused for 
the American accountant the recently revived and 
much-advertised Macaulayesque doctrine of rugged 
individualism which is little more than each for 
himself and “deil tak the hindmost.” 
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with whatever standards accounting in- 
structors may succeed in developing. This 
does not mean that rigid or unchanging 
standards are to be chosen; rather that 
minimum standards can be made for schools 
and for the profession, and that these 
standards can and should be modified or 
added to as the evolution of accounting 
continues. 

In enumerating the subjects which to me 
are of importance to the teaching profes- 
sion, a series of questions will be asked, each 
of which is intended to present a problem 
for more or less extended but not neces- 
sarily independent research. This is done 
principally to save time and to cover the 
ground with sufficient rapidity to avoid los- 
ing sight of the main issue. Notwithstand- 
ing the phrasing of some of these questions, 
there has been no thought of suggesting the 
answer; research might upset any answer 
that could now be made. 

Questions relating to educational stand- 
ards: 

1. Should the attempt be made to teach ac- 
counting in the secondary schools, including 
the commercial high schools? 

2. Should instruction for professional ac- 
counting be given in night schools? 

8. Should the special preparation, if any, 
for professional examinations be given only at 
night schools? 

4. Should instruction in accounting be of- 
fered except under the direct control or guid- 
ance of actively practicing accountants? 

5. Should instruction in any grade of ac- 
counting be offered in small colleges? 

6. What general culture courses or orient- 
ing courses should precede and what should 
accompany instruction in accounting? 

7. Can a curriculum in accountancy and re- 
lated subjects be developed independently of 
schools of commerce as constituted at present? 

8. Should the establishing of academic de- 
grees in accountancy be encouraged? 

9. What courses in accounting can best be 
given in one or two years of upperclass study ? 

10. What general knowledge of accounting 
should all commerce students have? 

11. What accounting studies are best suited 
for advanced degrees? 

12. What graduate credit, if any, should be 
given for elementary accounting courses? 

13. What parts, if any, of courses falling 


generally under the head of economics, are 
valuable to the student of accounting? 

14. Would courses in the technology of 
business be an aid to students of accountancy 
in understanding the nature of business opera- 
tions? If so, what should be the content of 
technological courses? 

15. Should regulatory and licensing laws 
affecting business organization and operation 
be made the objects of special study for stu- 
dents of accounting? 

16. Would courses in existing business 
standards, proposed standards, and desirable 
standards, as affecting special groups or the 
public generally, be valuable to the prospec- 
tive accountant? 

17. Should courses in training for private 
accounting or for night-school students vary 
from the regular offering of courses? 

18. Is the “laboratory” method desirable 
for certain types of accounting courses, or 
should it be abandoned altogether? 

19. What methods, if any, of teaching ele- 
mentary accounting, auditing, theory, etc., 
have proved of value? This question is of 
fundamental importance and might well be 
divided into many parts. 

20. What should be the objectives of coach- 
ing courses? Should credit be given for their 
successful completion? 

21. What tests are best suited for indicat- 
ing an aptitude for accountancy? 
22. What new methods of 

should be experimented with? 

23. What fields and materials are avail- 
able for student research work? 

24. Can some agency for supplying prob- 
lem material be established? 

25. Where is the dividing line, if any, be- 
tween accounting and financial theory and 
standards? 

26. Should the policy be continued of al- 
lowing credit to C.P.A. applicants for ac- 
counting courses in lieu of practical experi- 
ence? If so, how should the allowance be 
made? 

27. What should be the general content of 
accounting courses for lawyers, engineers, and 
students of other professions? 

28. Should schools offering courses in ac- 
counting be graded according to the stand- 
ards adopted by this association? 

29. What hours of credit should be allowed 
for accounting courses of various types in the 
undergraduate and graduate schools? 

80. What minimum number of hours in ac- 
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counting should be prescribed for undergradu- 
ate majors and minors? 


These questions are not intended to limit 
the possibilities, but they are intended as 
illustrations of intensive lines of research 
which might profitably be undertaken for 
the benefit of the members of this .ssocia- 
tion. None of the problems indicated, so far 
as is known, have been covered exhaustively 
as yet, although the field lies fallow. It is 
questionable whether any one individual— 
instructor or practitioner—has the time 
or under present conditions can afford to 
devote the time to an elaborate considera- 
tion of any one of these problems. Further- 
more, some doubt may exist as to the value 
of his contribution unless it is linked up 
with studies along related lines which are 
being made by others. 


VI 

Finally, there remain to be asked ques- 
tions involving characteristic problems 
which face the practitioner, the solving of 
which would pave the way for more intelli- 
gent teaching effort and for a clarification 
of the purposes, scope, and responsibilities 
of professional practice. 


Questions relating to professional stand- 
ards: 

1. What is a profession? 

2. Is accountancy a profession; if so, what 
are its professional objectives? 

8. Can standards of audit services be de- 
veloped? 

4. Can standards of procedure within any 
one audit service be established? 

5. How should certificates be phrased? 

6. What responsibilities should be assumed 
for the detection of fraud? 

7. Should balance sheets be standardized; 
if so, how? 

8. May a condensed balance sheet or more 
than one form of balance sheet be certified to 
as such? 

9. What are the duties of accountants in 
financial investigations? 

10. Should certificates be issued for re- 
stricted circulation? 

11. Should accountants be insured against 
error or fraud on the part of their employees? 

12. Should accountants incorporate? 


18. Are national firms compatible with 
proper professional standards? If so, to what 
extent can and should their principals assume 
responsibility for the output of branch offices? 

14. Should codes of ethics be enforced 
against members of the profession on account 
of error or fraud of their employees? 

15. May net profit before deduction for de- 
preciation or net profit after adjustment for 
non-recurring charges be certified to without 
disclosure of the omitted or altered items? 

16. Should details of changes in items of 
net worth and funded debt be included in a 
certified balance sheet? 

17. Is the profit made by the underwriter 
or others in the case of a new issue of no-par 
stock properly omitted from a balance sheet 
prepared soon after the sale? 

18. Should compensation secretly paid to 
officers be disclosed in a certified statement of 
operations? 

19. What standards should be set for pro- 
fessional examinations? 

20. Should valuation methods be disclosed 
on balance sheets? 

21. What devices should be employed for 
clearer balance-sheet interpretation? 

22. To what extent should the accountant 
permit himself to be influenced by his client 
or his client’s attorney in the presentation of 
financial statements and reports? 

23. What methods should be employed for 
a proper disclosure of secured liabilities? 

24. What standards of classification and 
disclosure should be adopted for such balance- 
sheet items as unrealized or deferred income, 
goodwill and other intangibles, contingent lia- 
bilities, prepaid expenses, appraisals, and 
valuations arising from exchanges of property 
for stock? 

25. What standards should be adopted for 
the various sorts of surplus? 

26. To what extent should be disclosures 
on one balance sheet be continued on succeed- 
ing balance sheets? 

27. Should disclosures and qualifications 
appear on financial statements or on certifi- 
cates? Should they be confined exclusively to 
one or to the other? 

28. Should public accountants serve as offi- 
cers or directors or should they be permitted 
to have any financial interests in corporations 
audited by them? To what extent may they 
participate in profit-making activities outside 
the professional field? 

29. Should a standard terminology be 
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adopted, and should the means be established 
for making official changes therein that may 
from time to time be necessary? 

80. To what extent can the accountant be- 
come an enforcer of ethics in business? 


It would be possible to add to these 
questions extensively but perhaps enough 
have been asked to indicate the need for a 
coérdinating force not merely to provide an 
answer to each of them, but an answer re- 
lated to all other answers. 


VII 


Committees of practitioners or of in- 
structors can accomplish little in one year 
or even several years of committee con- 
ferences. Nor can it be expected that any 
one educational institution can afford to 
provide for a study sufficiently comprehen- 
sive to cover the ground here indicated. A 
number of schools might indeed be induced 
to codperate in a plan involving a small sec- 
tion of the whole project, but the first diffi- 


culty that must be met is the formation of 
a steering organization capable at least 
of defining the project and guiding the 
progress of codrdinated and codperating 
agencies. 

As a basis of discussion I should like in 
closing to suggest a specific plan for the 
further development of the idea. Let there 
be established a ten-year, perhaps a per 
manent, program of research to be initiated 
and guided by a committee or council ap- 
pointed by the president of this association 
from its membership. The program should 
include codperative arrangements with 
other societies and with related projects, 
the establishing of a full-time operating 
group capable of directing research, the 
appointment of accounting instructors 
during sabbatical years or specially ar- 
ranged leaves of absence for particular re- 
search ventures, and the issuing, from time 
to time, of bulletins in which research re 
sults are announced. 
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BUDGETARY PROCEDURE AS A MEANS OF 
ADMINISTRATIVE CONTROL 


E. L. THEt!ss 


getary procedure, some members of 

the American Association may be in- 
clined to ask, “Why should an association 
of accountancy instructors devote one en- 
tire session of its convention to budgets 
and problems of budgeting control? Isn’t 
that a matter for executives, cost account- 
ants, industrial engineers, and statisticians 
to consider? Why should we, who are 
teachers, be concerned about an experi- 
mentation of management that is new, and 
for which there is as yet no generally ac- 
cepted and standardized procedure?” 

It will obviously be unnecessary to offer 
at this point a comprehensive and detailed 
answer to such questions. It may be suf- 
ficient to marshal a few observations and 
facts upon which we are quite generally 
agreed. Accountancy instruction has to a 
large extent followed the lines of account- 
ing practice, and accounting practice has 
in general adjusted itself to changes in 
business practice, although at times this 
adjustment was made with hesitation and 
reluctance on the part of some account- 
ants. During the past fifteen years, how- 
ever, accountants, both public and private, 
have shown a larger willingness to render 
a more varied and more valuable service 
to clients and employers along the lines of 
interpreting the accounts. Realizing that 
accounting services were being extended 
beyond the function of recording into the 
field of accounting analysis and interpreta- 
tion, teachers of accountancy have quite 
generally bent their instruction in the di- 
rection of management. Textbooks now 
guide students into accountancy through 
the doorway of business problems, com- 
monly referred to as the balance-sheet and 
profit-and-loss-statement approach. There- 
fore, when new methods of control are em- 
ployed by management, such as fixing 
standards of accomplishment or forecast- 


l APPROACHING this subject of bud- 


ing operations in order to direct and co- 
ordinate all phases of a business, it is quite 
proper for teachers of accountancy to 
take notice of such methods and train fu- 
ture accountants to some degree at least 
in those problems of management that can- 
not be solved unless the accounting records 
are intelligently analyzed and interpreted. 
Since the accountant is held responsible for 
the accuracy and completeness of business 
records, he is probably the one most able 
to interpret those records intelligently. His 
interpretation, will, if properly made, pro- 
vide management with significant facts 
that may lead ultimately to reliable esti- 
mates of future operations. 

While it is true that budgeting calls for 
the services of others besides the general 
accountant, as for example the industrial 
engineer, economist, market analyst, cost 
accountant, and statistician, it is a rather 
significant fact, and one worthy of obser- 
vation, that budgeting has always been, 
even from its very earliest beginnings, and 
still is closely related to accounting. The 
first evidence that we have of budgeting 
dates back to eighteenth century Eng- 
land, when the Chancellor of the Exchequer 
presented his annual budget to Parlia- 
ment. That budget was in fact an account- 
ing report, and included: 


1. A statement of expenditures for the 
past year. 

2. An estimate of expenditures for the 
coming year. 

83. A recommendation as to the amount 
of taxes to be levied and methods of 
taxation. 


Part one, the report of past expenditures, 
was obviously an accounting summary, 
taken from the records, and part two, the 
estimate of future outlays, was based quite 
directly on this summary. This early gov- 
ernmental budget, therefore, took form 
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and grew up in an accounting environment, 
which is clearly indicated by its content 
and form. 

Likewise, its purpose suggests a close 
tie-up with the control idea in accounting. 
The English governmental budget was 
adopted obviously to provide some means 
of controlling the spending of public funds. 
Those in public office were thus held 
“strictly accountable,” and their future 
expenditures were limited by the appropri- 
ation of funds. 

This English budget idea was carried in- 
to the United States, along with many 
other political ideas, but for a long time 
it lay dormant. It first became active about 
1900 when the larger cities of the United 
States began to adopt methods of budget- 
ing. From 1911 to 1919, forty-four states 
of the Union adopted budget systems. 
Since 1919 the remaining states have done 
likewise. In 1921 the national government 
was placed upon a budget basis. During 
this period of development in governmental 
budgets, from 1900 to 1981, budgeting was 
also extensively adopted by public and 
private institutions, educational, religious, 
scientific, charitable, and social. These in- 
stitutional budgets naturally conformed 
both in procedure and purpose to govern- 
mental budgets, inasmuch as they were 
primarily intended as a means of control 
over the expenditures of organized groups 
of society. 

During this thirty-year period of de- 
velopment in governmental and _ institu- 
tional budgets (1900-30), business men in 
the United States became rather interested 
in the experiment, and here and there indi- 
viduals and business concerns undertook 
to apply budgetary procedures to certain 
operations, especially those involving ex- 
penses. Some businesses thought it advis- 
able to watch advertising, for example, and 
limit this expense by appropriating a fixed 
amount. The idea that prevailed rather 
generally in the years from 1910 to 1915, 
was that advertising was a luxury, and 
therefore it would be wise to prevent exces- 
sive expenditures for advertising. Some 
concerns also began to budget welfare ex- 


pense, while others made definite appro- 
priations for plant extensions and finane- 
ing. Simultaneously with these individual 
attempts to forecast a few special expendi- 
tures, certain marked tendencies began to 
appear in all industrial and business enter- 
prise. These factors were: 


1. A more serious application of Tay- 
lor’s principles of standardization to 
all manufacturing operations and in- 
dustries. 

. Development and application of 
cost-accounting principles to all 
manufacturing operations, primarily 
for purposes of cost finding, with 
some suggestions of standard costs 
for purposes of control. 

. Increasing emphasis upon effective 
methods of sales promotion and sales 
management. 


These three tendencies persisted rather 
strongly until the beginning of the World 
War. During the war they become less no 
ticeable, and in many lines of business little 
or no attention was given to industrial en 
gineering, except for war conversion pur 
poses, nor to cost finding and sales man 
agement. After the close of the war, how 
ever, executives were compelled to resume 
their pre-war efforts to standardize opera- 
tions, to find costs and, what is more, to 
devise new means of controlling costs, as 
for example, standard costs, and not only 
to promote sales but also to control sales, 
by analyzing markets for potential sales 
and measuring the effect of various sales 
methods. Thus during the past eleven years 
of adjustments, business conditions have 
been exceptionally favorable for mana 
gerial experiments in devising a new and 
more effective means of administrative con- 
trol. The most recent attempt to create ef- 
fective control, noticeable especially dur- 
ing the past four years, has been directed 
towards the distribution field. A serious 
effort is now being made to standardize 
distribution costs by the same analytical 
methods that have been successfully used 
for some time in the standardization of 
production costs. This new experiment in 
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the distribution field has also helped to 
stimulate sales research and to obtain 
greater scientific control over income. 

From this brief résumé of the early ori- 
gin of budgeting and its subsequent trans- 
formations into the modern business bud- 
get, covering all operations of a business, 
several conclusive observations can be 
made, as follows: 


. The governmental and institutional 
budget took the form of an account- 
ing report. 

. Its purpose was to control cash and 
prevent extravagant expenditures. 

. This device for controlling public ex- 
penditures was applied by business 
men first to control a few of the larg- 
er expenses of an unusual nature. 

. Industrial engineers created stand- 
ards of accomplishment by which 
managers could measure efficiency of 
workmen. 

. Cost accountants first devised analyt- 
ical accounts for the recording of 
detail costs so that costs could be 
accurately computed, and secondly 
provided a system of standard costs, 
for recording and analyzing vari- 
ances. 

. Market analysis and sales research 
was developed as an aid in controlling 
income. 

. Analytical accounting is being ap- 
plied to distribution costs. 


This historical outline provides two 
things. First of all, it explains how the 
business budget started and what factors 
influenced its development, and secondly, it 
makes it possible to get a fairly accurate 
and clear perspective of the nature of the 
problems that arise in budgetary pro- 
cedure, and to some degree evaluate the 
importance of these problems to the ac- 
countant and to those who instruct ac- 
countancy students. For example, it is 
quite clear that the modern budget must 
be more than a restricting and restraining 
device for cash outlays, a few unusual ex- 
penses, and production costs; it can and 
should provide also a control of sales and 


' selling expense and we may add, it can and 


may, before many years, provide a means 
of measuring and controlling the costs of 
management. This last mentioned objec- 


‘tive would mean a control of the adminis- 


tration by the owners of a business. This 
suggestion, however, is apparently not as- 
sumed to be implied in the subject under 
discussion, “Budgetary Procedure as a 
Means of Administrative Control.” But 
what would prevent the owner of a busi- 
ness from making an ultimate analysis, so 
that he can segregate management costs 
from all others and measure them by bud- 
getary standards? Such a procedure would 
mean a control of those who control opera- 
tions, by the investors and, when necessary, 
even by creditors. Whatever the possibili- 
ties may be of ever realizing such a desir- 
able objective by budgetary procedure, we 
shall limit our discussion to actual condi- 
tions as we find them today. 

And what do we find today? I shall try 
to answer this question with facts drawn 
partly from surveys that I have made with 
the aid of students, in some 250 investiga- 
tions, of industrials, wholesale and retail 
businesses, public utilities, railroads, and 
financial houses, throughout the Middle 
West. These surveys cover both large and 
small businesses. Another source of infor- 
mation consists of returns received from 
forty of the largest department stores in 
the United States, in answer to a detailed 
questionnaire on budgetary procedure 
which was prepared with the aid of a 
graduate student of the University of IIli- 
nois and sent to 196 stores, late in 1929. 
Still another valuable source of informa- 
tion is the recently published report of the 
National Industrial Conference Board on 
“Budgetary Control in Manufacturing In- 
dustry,” which was reviewed by T. H. San- 
ders in the December, 1981, issue of THE 
Accountine Review. It shall not be my 
purpose to depend to any great extent up- 
on the enormous body of literature on 
budgetary procedure published during the 
past ten years in accounting and manage- 
ment journals. Many of the articles are of 
the amateurish type and present proce- 
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dures as they should be and not as they 
are; others give a clear description of some 
special part of budgetary procedure as it 
is followed in some particular business, or 
group of industries, and is therefore frag- 
mentary. It has been the experience of the 
writer that much more valuable data can\ 
be obtained through personal interviews 
and through practical experience acquired 
from actual budget installations or revi- 
sions. 

In examining and recapitulating my own 
findings, and attempting to classify bud- 
getary procedures according to certain 
similarities and differences for purposes of 
discussion, it became obvious at once that 
although procedures varied greatly, they 
might be grouped into major classes, de- 
pending upon: 

1. Stage of completion—some were just 
being started while others were well 
perfected. 

. Degree of centralized control—some 
were centralized, others were decen- 
tralized. 

. Influence of cyclical changes—some 
were geared for normal business, 
others were adjusted for periods of 
depression. 

. Kind of business enterprise—indus- 


trials, merchandising concerns, publi¢ 


service companies, etc. 
. Size of business. 
. Ultimate objectives of management. 


This last principle of classification, 
namely, objectives desired, seems to be the 
most practical to apply, because it recog- 
nizes some of the more fundamental prob- 
lems in budgeting and disregards differ- 
ences that exist in procedures, due to 
minor and incidental factors, such as par- 
tial development, type of control, size and 
types of business, etc. 

If we choose to classify budgetary pro- 
cedures according to objectives aimed at 
by management, we are able to recognize 
at least five major groups or types of pro- 
cedures : 

1. The cost control type. 

2. The sales promotion type. 
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3. The financial type. 

4. The management or executive type. 

5. The analytical accounting control 

type. 

Businesses that use the cost-control type 
of budget outline their budgetary pro- 
cedure first and foremost to include a con 
trol of production costs and in some cases 
of commercial expenses also. Estimates are 
‘usually in the form of standard costs, 
They are set primarily for the purpose of 
reducing costs. Practically all of the bud- 
geting routine centers in and around ex- 
pense control by departments. Some con- 
cerns specialize on overhead costs, others 
on labor, while a few fix standards for all 
costs. In most cases, the budget is pre- 
pared by the cost accounting department, 
and enforcement is obtained through cur- 
rent, comparative reports issued by the 
cost accountant. Less emphasis is placed 
on the control of sales or the control of 
finances. Little or no attempt is made to 
analyze markets scientifically or to analyze 
the accounts to determine the financial con- 
dition. Sales budgets are usually nothing 
more than guesses, in concerns that use the 
cost control type of procedure. 
~ The sales promotion type of budgetary 
procedure involves a complete analysis of 
markets, by products, customers, and com- 
petitive businesses, also a detailed research 
of salesmen’s performances on each class 
of products and in each territory, adver- 
tising results, and sales methods. Most 
businesses that go into such elaborate sta- 
tistical studies are also equipped with some 
sort of standard cost system for produc- 
tion costs. But: since emphasis is placed 
more on the problem of securing maximum 
sales, the budget is pointed more towards 
stimulating sales than towards reducing 
costs and expenses. As a result, production 
costs and selling expenses, even though 
they may be standardized, are usually al- 
lowed to go much higher than in concerns 
that follow the production type of pro- 
cedure. Moreover, in most of the businesses 
using the sales promotion type of pro- 
cedure, financial costs are entirely without 
control. Sales policies predominate to such 


= 

an ex 

expe 

searc 

ritor 
mana 
the p 

ders. 

emp 

taini 

cedu 

Alth 

vari 

busi 

cedu 
budg 

the 

ture 

te 

also 
only 
doll: 

in d 
latin 
tori 

the 

sal 

esti 
ard 
met 

5 
fing 

fol 

us 

up 
cos 

ply 
me 

| to 
me 

fu 
y bu 
co 

Si 
ob 

Ai 


Administrative Control Through Budget 15 


an excess that elaborate and costly selling 
experiments are made, not only in the re- 
search laboratory but also in the sales ter- 
ritories. In most cases, the general sales 
manager makes decisions as to policies, and 
the production manager merely follows or- 
ders. 

The third type of budgetary procedure 
}\ emphasizes the primary necessity of main- 
taining adequate working capital. The pro- 
cedure begins and ends with the treasurer. 
Although in this group of data a great 
variety of procedures was discovered, most 
businesses, using the financial type of pro- 
cedure, attempt to summarize the various 
budgets in a future balance sheet, to which 
the credit ratio is applied, so that the fu- 
ture working-capital position can be de- 
termined. Most concerns of this class are 
also inclined to make estimates in dollars 
only, rather than both in quantities and 
dollars ; and instead of analyzing sales data 
in detail, preparatory to arriving at cumu- 
lative totals, total dollar-sales—by—terri- 
tories are taken as the starting point and 
then distributed as quotas to individual 
salesmen. Production costs, likewise, are 
estimated most frequently by dollar stand- 
ards only, rather than by the analytical 
method for the three elements of cost. 
When the analytical method is used, pro- 
duction standards are computed by build- 
ing up totals for standards, but when the 
financial type of budgetary procedure is 
followed, production costs estimates are 
usually expressed in totals which are built 
up from past-dollar standards. Commercial 
costs are, in most cases, estimated by ap- 
plying the standard profit-and-loss-state- 
ment ratio, for each expense classification, 
to estimated sales. The deficiencies of such 
methods are, of course, so obvious that 
further criticism is not necessary. 

The management or executive type of 
\y budgetary procedure’ aims primarily at the 
complete codrdination of all functions. 
Since unification of purpose is the main 
objective, the procedure followed is close- 
ly aligned with the functional organization. 


*See Proceedings of the American Management 
Association (Executive Division), 1927-31. 


In numerous cases of the managament 
type, it was found that more attention is 
given to the perfecting of organization 
than to the work of preparing estimates 
scientifically and analyzing variances ade- 
quately. Businesses that use the manage- 
ment type follow one of several plans. 


1. They develop a rather complete and 
centralized budget organization, in- 
dependent of the executives, with a 
chief budget director, and a budget 
committee, and in some cases addi- 
tional budgetary officers are ap- 
pointed within the departments, to 
handle departmental adjustments, 
both in the preparation and adminis- 
tration of the budget. 

. Another plan is to centralize the en- 
tire budget procedure within the 
executive group, and to appoint the 
president, comptroller, or some vice- 
president as chief budget director, 
both for its preparation and enforce- 
ment. 

. Still another plan decentralizes the 
procedure of preparation. The prep- 
aration of estimates is’ started with 
individual salesmen, individual pro- 
duction foremen, heads of service de- 
partments, such as welfare and per- 
sonnel divisions, and then these esti- 
mates are submitted for revision and 
summary to superiors, who in turm 
pass them on to other superiors for 
final coérdination. In most cases the 
coérdination work is done either by 
a budget director or a budget com- 
mittee. 


According to plan 1, the entire pro- 
cedure is centralized in a special budget: 
department independent of management en- 
tirely, according to plan 2 it is centralized 
within management itself, while plan 3 pro- 
vides a decentralization of the preparation 
procedure only, and leaves the enforce- 
ment procedure in the hands either of the 
budget department or management itself. 
Under all three plans, budgetary control 
is accomplished through some executive or 
directing group. As a result, the varied 
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and sometimes divergent departmental in- 
terests are brought into proper correlation 
and codrdination, and the budget becomes 
an effective means of building up institu- 
tional morale, especially when plan 8 is 
adopted and a large number of the em- 
ployees are asked to share in its prepara- 
tion. Plan 2 seems to be the weakest of the 
three because it usually places the ultimate 
enforcement of the budget in the hands of 
management itself. In other words, it fails 
to provide an independent and impartial 
control over management itself, such as is 
afforded by plan 1, with its independent 
budget organization. 

The last group of cases that were ex- 
amined approximated more closely than 
did the others, what might be called, 
rather arbitrarily, the accounting control 
type of procedure,’ since analytical ac- 
counting methods are used extensively, but 
in varying degrees, throughout the entire 
procedure, both in the preparation and ad- 
ministration. The number of businesses us- 
ing this accounting control method is 
small, but the results obtained indicate 
that this procedure is probably the most 
_ effective as a means of administrative con- 
trol. When administrative control is based 
upon a complete analysis of accounting 
data, the procedure calls first of all for an 
adequate interpretation of the ledger of the 
past, preliminary to the preparation of the 
budget, and in its enforcement the pro- 
cedure calls for an interpretation of the 
current ledger. Aside from all other im- 
portant factors that must be considered 
in budgetary procedure, such as present 
and future economic conditions, analysis 
of markets, and study of sales methods is 
this equally important problem of the 
analysis of accounts, to which most busi- 
nesses unfortunately give too little atten- 
tion, probably because the accountant 
himself fails to realize its importance. Some 
business executives are inclined to disre- 


* The accounting control type of budgeting pro- 
cedure is outlined by Monard Hayes, in his Ac- 
counting for Executive Control, and by William B. 
Castenholz in, Control of Distribution Costs and 
Sales. 


gard the past entirely. Quite a number of 
concerns that were interviewed during the 
past year on budgetary procedure pride 
themselves on the fact that they consider 
only the immediate future and pretend to 
disregard the past entirely, when they set 
up their forecasts. One prominent comp- 
troller in the middle west contended that 
it was better to use the accounts only of 
the past fiscal year in setting the budget 
for the coming year because business con- 
ditions in the coming year will probably 
be more nearly like the conditions of the 
year immediately preceding than the con- 
ditions of five or ten years earlier. He sug 
gested that markets change completely in 
a period of five or ten years, customers’ 
buying habits also change, and manufac- 
turing costs vary greatly because of 
changes in machinery and labor methods 
during a long period of time. In short, he 
was thoroughly convinced that administra- 
tive control means merely a control of the 
present forces and nothing more. This 
same short-sighted policy has unfortunate 
ly caused his concern much financial em- 
barrassment at least on two occasions, 
once immediately after the close of the 
World War, and again in the middle of 
1929. If an accounting analysis of this 
business had been kept up to date, whether 
by the trend method or ratio method, the 
management could probably have been in- 
formed as to certain prevailing trends and 
average standards, so that probable future 
events could have been anticipated in part 
at least. 

This basic accounting analysis makes it 
possible for management to know not only 
what has happened, but also why. The 
causes of losses in certain years and of 
profits in others can be discovered, and the 
mistakes of the past can be avoided. Ef- 
fective accounting control requires more 
than a superficial analysis of comparative 
financial and operating statements, and 
more than a knowledge of the financial con- 
dition of the present and the immediate 
past; it involves a serious search in the 
records for detail information on dura- 
bility of products, significant variations in 
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prime manufacturing costs, causes of in- 
ventory losses, overhead variations, effec- 
tiveness of sales methods and reasons for 
increases in selling costs, financial costs, 
adequacy of present financial policies, and 
the waste incurred by management mis- 
/ takes, over a long period of time. Trends 
are thus revealed, and standards can be 
recognized. Information of this kind is in- 
dispensible if accounting control is to be 
something more than a meaningless phrase. 
And accounting control is the basis for the 
so much talked about budgetary control. 
This does not necessarily mean that stand- 
ards of the past should be accepted as 
standards of the future budget period. 
New standards may have to be set to fit 
future needs, but the establishment of new 
standards will be more intelligently and 
more safely made if management knows 
what past standards have been, and what 
conditions existed during that period. 

The budget is essentially an instrument 
that is to be used for precise measurement. 
To construct an instrument that will be 
sensitive enough to show all significant 
variations, so that they can be interpreted 
in accounting terms and used in control- 
ling operations, to design and construct 
such an instrument requires first of all a 
scientific processing of the many little 
parts, and secondly an assembly of these 
minute parts into a master budget, 
through delicate adjustments and precise 
balancing. Then, in addition, to insure the 
successful use of such an instrument, skill 
is required, not only in reading the meas- 
urements to the thousandth of an inch but 
also in assembling the results and inter- 
preting them into an interesting and re- 
liable story for management. The recent 
application of the analytical accounting 
method to the procedure of making and 
using the budget brings accounting and 
management into a much closer relation- 
ship to each other than has existed before, 
but probably this is as it should be, pro- 
vided the budget becomes thereby a more 
effective means of administrative control. 

The experiment by the accounting con- 
trol type of procedure has been successful- 


ly made in some of the larger businesses, 
notably the Walworth Company of Bos- 
ton, the American Telegraph and Tele- 
phone Company and its subsidiary, the 
Western Electric Company, New York, 
and also in the Sweet-Orr and Company, 
Inc., New York, and others. The budget- 
ary procedure of any one or more of 
these companies might well be described 
here in detail. That would result in an in- 
teresting discussion, but it seems more ex- 
pedient merely to trace in general outline 
the main steps of the accounting control 
procedure that is representative of the 
methods followed by a number of large 
concerns. 

First of all, it should be observed that 
these companies have created within their 
organizations certain conditions that fa- 
cilitate successful budgeting: a budgetary 
organization is created, with a budget 
director in charge, and in most cases also 
a budget committee; the accounting sys- 
tem is adjusted to meet the needs of the ad- 
ministration and to fit the lines of control 
that are followed in the enforcement of the 
budget ; the general organization plan pro- 
vides for a definite assignment of responsi- 
bility for every operation in production, 
selling, and financing; adequate facilities 
are provided for various statistical studies, 
e.g., to measure seasonal variations, cycli- 
cal influences, market probabilities and 
possibilities, effectiveness of advertising, 
unit cost to produce, and unit cost to sell, 
not only by products and territories, but 
also by salesmen, effectiveness of bonus 
plans, etc.; and finally the executives, to- 
gether with the board of directors, prede- 
termine the policies to be followed with 
reference to production, selling, plant ex- 
tensions, financing or refinancing methods, 
and dividend distribution. It is obvious 
that these are fundamental requirements 
that must be met, at least to a large de- 
gree, by businesses that expect to use the 
accounting control type of budgetary pro- 
cedure. 

Budgetary procedure in its fullest mean- 


| ing covers both the preparation and the 


enforcement of the budget, but this discus- 
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sion will be limited to the routine of prep- 
aration. 

It appears that in preparing a budget, 
most companies that use the accounting 
control type of procedure, start with the 
sales estimates. These are made up first in 
quantities, for each district by products 
and salesmen, by the general sales man- 
ager, in agreement with policies predeter- 
mined by the executives and the board of 
directors. When salesmen are asked first to 
submit their individual estimates, these 
forecasts are usually revised by the general 
salesmanager. In making these revisions, 
he is largely influenced by his knowledge of 
each salesman’s performance over a long 
period of time and under varying condi- 
tions, a performance that is standardized 
from information derived by making an 
analytical study of the accounts. He also 
considers the results of the market analysis 
that is prepared and submitted by the sta- 
tistical department. Thus the salesman- 
ager starts his sales budget where the sales 
are actually made, at the door of the cus- 
tomer. Individual salesmen’s quotas are 
established and assembled into district and 
regional budgets. These in turn are 
brought together into the master sales 
budget. This quantity budget is then con- 
verted into a dollar and cents estimate, but 
only after future probable sales prices have 
been fully considered. Price estimates are 
of course determined largely by competi- 
tion. In some cases, the quantity budget is 
revised when the salesmanager discovers 
that it would be unprofitable to continue 
to sell certain classes of products because 
the margin of gross profit is too small or a 
loss will be incurred. In order to determine 
the net profitability of estimated sales, the 
general salesmanager proceeds to prepare 
the selling-expense budget, usually in con- 
formity with the expense accounting classi- 
fication ; better still would be one prepared 
in accordance with an intelligent analysis 
of expense accounts, for salesmen, terri- 
tories, and products. Traveling expenses, 
for example, cannot be controlled, unless 
the traveling expense of each salesman is 
standardized in each territory. This re- 


quires a knowledge of past traveling ex- 
penses, not only in totals for each sales- 
man but analyzed microscopically for each 
item. Here again an accounting analysis 
must be made, not only of the accounts 
themselves but also of the expense bills 
from which the entries in the ledger orig- 
inally come. It is also necessary to estimate 
the expense in the light of probable future 
changes in traveling costs in different ter- 
ritories. This analysis may lead to a more 
economical re-routing of certain salesmen, 
or possibly to a decision to discontinue the 
method of selling through salesmen in cer- 
tain districts. Each item of selling expense 
is analyzed similarly and its effect on net 
profit determined. This procedure may 
necessitate still further revision of the sales 
budget, both in quantities and values. 

Another factor that is considered by the 
general salesmanager is the problem of sea- 
sonal sales. The seasonal curve of the busi- 
ness or, in some cases, seasonal variations 
expressed in percentages for months, are 
derived from an analysis of the accounts 
by the statistical department and sub- 
mitted to the general salesmanager. In 
some businesses, notably the Dennison 
Company, the seasonal curve has been 
leveled to a great extent by creating new 
off-season products or advertising new uses 
of old products. Additional advertising 
costs are estimated and considered. Such 
problems would not have been solved, how- 
ever, had they not been repeatedly mar- 
shaled in the face of management, in con- 
nection with budgetary procedure. Admin- 
istrative control thus becomes operative 
even in the preparation of the budget. If 
management decides to level the seasonal 
curve, the sales budget may have to be re- 
vised again. In any case, quantity sales are 
estimated finally for each month. 

As soon as the quantity estimate of sales 
is finally set, a copy is forwarded to the 
production department. Here the produc- 
tion manager uses the quantity estimates 
of monthly sales as the basis for making 
up his production budget. At this point 
more accounting analyses are necessary for 
determining the desired inventory balances 
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of raw materials, work in process, and fin- 
ished goods at the end of each month. The 
analyses will reveal what the average in- 
ventories have been. This information is 
submitted to the production manager and 
to the treasurer. Probably these two men 
will, after studying the data independent- 
ly, confer to determine any changes in 
balances for the coming period, due to 
probable fluctuations in raw materials mar- 
kets. If prices are expected to fall per- 
sistently, balances may be reduced. If it is 
discovered that raw materials can be se- 
cured from other sources nearer to the fac- 
tory, or possibly more frequently and more 
speedily by truck rather than by rail, the 
decision may be to reduce inventory bal- 
ances. Here again administrative control 
becomes effective in the early stages of 
budgetary procedure, because an account- 
ing analysis has furnished facts, upon 
which policies can be formed. Work in 
process inventories may have been un- 
necessarily large. The treasurer may sug- 
gest that work in process balances be re- 
duced, and the production manager may 
agree, provided a new type of machinery 
be secured for faster processing, or more 
machines be purchased to complete work in 
process promptly when production volume 
is high. Whatever the decision may finally 
be, the procedure of budgeting has pro- 
vided an opportunity for an impartial con- 
sideration of these and other similar pro- 
duction problems, some of which might not 
be brought to light at all for administra- 
tive control. 

Since the sales budget calls for a definite 
quantity of each type of products month- 
ly, the production manager sets up a 
monthly production schedule. If he aims 
to keep production at an approximately 
even level and build up inventories of fin- 
ished goods during the lower periods of 
sales, previous inventory balances may 
have to be changed. From the final produc- 
tion schedule, a materials requirement 
schedule is then prepared, showing quanti- 
ties of each kind of material to be put into 
process each month. At this point, not o * 
are quantities of material standardi 


but the quality of materials also is fully 
considered. It may be that a cheaper ma- 
terial can be substituted, or that a more 
durable material should be used. Such ques- 
tions may lead ultimately to administrative 
decisions of major importance. From the 
materials requirements schedule, a pur- 
chase budget can be finally prepared in 
quantities, and after estimating the prob- 
able unit costs of each class of raw ma- 
terials, the purchase budget is prepared 
also in dollars and cents, for the month or 
quarter or whatever period is adopted. In 
this connection also there are many prob- 
lems that confront management, such as 
quantity buying, frequency of purchases, 
and warehousing, matters that can be con- 
trolled better when the procedure of bud- 
geting requires that some administrative 
action be taken in advance, even though 
such decisions may have to be modified or 
reversed later. 

The estimate of labor which is another 
small but important part of the instru- 
ment, is processed very much like the ma- 
terials purchases budget. The starting 
point is the production schedule, from 
which a labor requirement schedule is pre- 
pared, in numbers of hours that will be 
required. This is converted into a labor 
cost estimate, but the conversion is made 
in the light of information taken from the 
accounts, and other valuable information 
secured from sources outside of the ac- 
counts. The accounting analysis of labor 
requirements and labor costs calls for a 
consideration of all labor problems, affect- 
ing a particular business both from with- 
in, and from without. This analysis ulti- 
mately leads to a more effective classifica- 
tion of labor, and this improved classifica- 
tion furnishes the data for establishing 
labor-cost standards, all of which provides 
a more effective means of administrative 
control of labor. Even during the prepara- 
tion of the labor cost estimates for future 
~eriods, management becomes aware of 

»mtingencies that will probably arise, and 

refore management can prepare in ad- 

“e some means of administrative con- 
f labor costs. 
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sion will be limited to the routine of prep- 
aration. 

It appears that in preparing a budget, 
most companies that use the accounting 
control type of procedure, start with the 
sales estimates. These are made up first in 
quantities, for each district by products 
and salesmen, by the general sales man- 
ager, in agreement with policies predeter- 
mined by the executives and the board of 
directors. When salesmen are asked first to 
submit their individual estimates, these 
forecasts are usually revised by the general 
salesmanager. In making these revisions, 
he is largely influenced by his knowledge of 
each salesman’s performance over a long 
period of time and under varying condi- 
tions, a performance that is standardized 
from information derived by making an 
analytical study of the accounts. He also 
considers the results of the market analysis 
that is prepared and submitted by the sta- 
tistical department. Thus the salesman- 
ager starts his sales budget where the sales 
are actually made, at the door of the cus- 
tomer. Individual salesmen’s quotas are 
established and assembled into district and 
regional budgets. These in turn are 
brought together into the master sales 
budget. This quantity budget is then con- 
verted into a dollar and cents estimate, but 
only after future probable sales prices have 
been fully considered. Price estimates are 
of course determined largely by competi- 
tion. In some cases, the quantity budget is 
revised when the salesmanager discovers 
that it would be unprofitable to continue 
to sell certain classes of products because 
the margin of gross profit is too small or a 
loss will be incurred. In order to determine 
the net profitability of estimated sales, the 
general salesmanager proceeds to prepare 
the selling-expense budget, usually in con- 
formity with the expense accounting classi- 
fication ; better still would be one prepared 
in accordance with an intelligent analysis 
of expense accounts, for salesmen, terri- 
tories, and products. Traveling expenses, 
for example, cannot be controlled, unless 
the traveling expense of each salesman is 
standardized in each territory. This re- 


quires a knowledge of past traveling ex 
penses, not only in totals for each sales 
man but analyzed microscopically for each 
item. Here again an accounting analysis 
must be made, not only of the accounts 
themselves but also of the expense bills 
from which the entries in the ledger orig 
inally come. It is also necessary to estimate 
the expense in the light of probable future 
changes in traveling costs in different ter 
ritories. This analysis may lead to a more 
economical re-routing of certain salesmen, 
or possibly to a decision to discontinue the 
method of selling through salesmen in cer- 
tain districts. Each item of selling expense 
is analyzed similarly and its effect on net 
profit determined. This procedure may 
necessitate still further revision of the sales 
budget, both in quantities and values. 

Another factor that is considered by the 
general salesmanager is the problem of sea- 
sonal sales. The seasonal curve of the busi- 
ness or, in some cases, seasonal variations 
expressed in percentages for months, are 
derived from an analysis of the accounts 
by the statistical department and sub- 
mitted to the general salesmanager. In 
some businesses, notably the Dennison 
Company, the seasonal curve has been 
leveled to a great extent by creating new 
off-season products or advertising new uses 
of old products. Additional advertising 
costs are estimated and considered. Such 
problems would not have been solved, how- 
ever, had they not been repeatedly mar- 
shaled in the face of management, in con- 
nection with budgetary procedure. Admin- 
istrative control thus becomes operative 
even in the preparation of the budget. If 
management decides to level the seasonal 
curve, the sales budget may have to be re- 
vised again. In any case, quantity sales are 
estimated finally for each month. 

As soon as the quantity estimate of sales 
is finally set, a copy is forwarded to the 
production department. Here the produc- 
tion manager uses the quantity estimates 
of monthly sales as the basis for making 
up his production budget. At this point 
more accounting analyses are necessary for 
determining the desired inventory balances 
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of raw materials, work in process, and fin- 
ished goods at the end of each month. The 
analyses will reveal what the average in- 
yentories have been. This information is 
submitted to the production manager and 
to the treasurer. Probably these two men 
will, after studying the data independent- 
ly,, confer to determine any changes in 
balances for the coming period, due to 
probable fluctuations in raw materials mar- 
kets. If prices are expected to fall per- 
sistently, balances may be reduced. If it is 
discovered that raw materials can be se- 
cured from other sources nearer to the fac- 
tory, or possibly more frequently and more 
speedily by truck rather than by rail, the 
decision may be to reduce inventory bal- 
ances. Here again administrative control 
becomes effective in the early stages of 
budgetary procedure, beeause an account- 
ing analysis has furnished facts, upon 
which policies can be formed. Work in 
process inventories may have been un- 
necessarily large. The treasurer may sug- 
gest that work in process balances be re- 
duced, and the production manager may 
agree, provided a new type of machinery 
be secured for faster processing, or more 
machines be purchased to complete work in 
process promptly when production volume 
is high. Whatever the decision may finally 
be, the procedure of budgeting has pro- 
vided an opportunity for an impartial con- 
sideration of these and other similar pro- 
duction problems, some of which might not 
be brought to light at all for administra- 
tive control. 

Since the sales budget calls for a definite 
quantity of each type of products month- 
ly, the production manager sets up a 
monthly production schedule. If he aims 
to keep production at an approximately 
even level and build up inventories of fin- 
ished goods during the lower periods of 
sales, previous inventory balances may 
have to be changed. From the final produc- 
tion schedule, a materials requirement 
schedule is then prepared, showing quanti- 
ties of each kind of material to be put into 
process each month. At this point, not only 
are quantities of material standardized, 
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but the quality of materials also is fully 
considered. It may be that a cheaper ma- 
terial can be substituted, or that a more 
durable material should be used. Such ques- 
tions may lead ultimately to administrative 
decisions of major importance. From the 
materials requirements schedule, a pur- 
chase budget can be finally prepared in 
quantities, and after estimating the prob- 
able unit costs of each class of raw ma- 
terials, the purchase budget is prepared 
also in dollars and cents, for the month or 
quarter or whatever period is adopted. In 
this connection also there are many prob- 
lems that confront management, such as 
quantity buying, frequency of purchases, 
and warehousing, matters that can be con- 
trolled better when the procedure of bud- 
geting requires that some administrative 
action be taken in advance, even though 
such decisions may have to be modified or 
reversed later. 

The estimate of labor which is another 
small but important part of the instru- 
ment, is processed very much like the ma- 
terials purchases budget. The starting 
point is the production schedule, from 
which a labor requirement schedule is pre- 
pared, in numbers of hours that will be 
required. This is converted into a labor 
cost estimate, but the conversion is made 
in the light of information taken from the 
accounts, and other valuable information 
secured from sources outside of the ac- 
counts. The accounting analysis of labor 
requirements and labor costs calls for a 
consideration of all labor problems, affect- 
ing a particular business both from with- 
in, and from without. This analysis ulti- 
mately leads to a more effective classifica- 
tion of labor, and this improved classifica- 
tion furnishes the data for establishing 
labor-cost standards, all of which provides 
a more effective means of administrative 
control of labor. Even during the prepara- 
tion of the labor cost estimates for future 
periods, management becomes aware of 
contingencies that will probably arise, and 
therefore management can prepare in ad- 
vante some means of administrative con- 
trol of labor costs. 
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In most manufacturing plants, labor 
operations are rather definitely standard- 
ized by the industrial engineer, while labor 
costs are standardized by the cost account- 
ant who from the analysis of the cost ac- 
counts derives a so-called unit or opera- 
tional cost, which he applies to the engi- 
neer’s standards of time requirements. The 
estimate of labor costs is usually prepared 
in its final form by the production man- 
ager, who evaluates the information sup- 
plied by the engineer and the cost account- 
ant. 

The degree of thoroughness applied by 
the production manager in his evaluation 
of the data supplied him by the engineer 
and the cost accountant determines to a 
large degree the usefulness and the effec- 
tiveness of the standard labor budget. In 
most of the businesses using the accounting 
control type of procedure, personally in- 
terviewed and surveyed by the writer, it 
was found that production managers are 
as a rule not accounting-minded, and 
therefore are not inclined to give adequate 
consideration to the accounting data that 
is derived and reported in the cost ac- 
countant’s analysis. For this reason a few 
companies are known to have turned over 
the preparation of the labor-cost budget 
to the cost accounting department, while 
others have resorted to the rather inef- 
ficient and therefore undesirable method of 
having the labor budget prepared by the 
payroll department. It is still rather early 
to measure the effectiveness of either of 
these alternatives, but it is obvious that, 
for purposes of administrative control, the 
first method is by far the superior, since 
the cost accounting department is better 
equipped to discover administrative prob- 
lems of labor and advise management of 
the relative importance of these problems 
through its analysis than is the payroll 
department, which is usually merely a divi- 
sion of the accounting office. 

The procedure for preparing the over- 
head budget by the accounting control 
method raises a great number of qaestions 
which we do not have adequate time now 
to discuss in detail. 
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Refinements have been introduced such 
as, for example, the scaling of standard 
overhead costs for production centers, ac- 
cording to activity ratios, and the recent 
emphasis upon the classification of over- 
head items into controllable and non-con- 
trollable groups. Both of these suggestions 
are the result of an attempt on the part of 
the accountant to provide more effective 
facilities for controlling costs. In other 
words, excess overhead costs, over which 
department heads have no control, should 
not be laid at the door of the production 
department, but should be charged against 
the executive responsible for the excess. In 
some cases, the salesmanager is called to 
account for low production because of his 
adherence to ineffective sales methods, or 
the advertising manager for adopting un- 
desirable advertising methods. Thus even 
in the preparation of the overhead budget, 
the idea of securing a maximum amount of 
administrative control is given effect, so 
that later when variances are analyzed, in- 
dividuals can be held responsible for actual 
operations. In setting up the overhead bud- 
get, most of the work devolves again upon 
the cost accountant and the industrial en- 
gineer. The line of procedure runs from 
the quantity production schedule for de- 
partments through an accounting analysis, 
over into the dollar and cents estimate of 
overhead costs. But it is the accounting 
analysis that bears directly upon the fix- 
ing of standards. 

Probably the description we have given 
of the accounting control type of pro- 
cedure, for preparing the sales-and-pro- 
duction budgets, illustrates sufficiently the 
methods used, so that the procedure for 
preparing the advertising budget, the gen- 
eral-and-administrative-expense, and finan- 
cial-costs-budgets need not be described. 
The method applied in the preparation of 
these budgets is the same as that used for 
the sales-and-production costs budgets. It 
might be well, however, to make this ob- 
servation. When the accounting control 
type of procedure is applied fully to gen- 
eral, administrative, and financial expenses, 
it is desirable to allocate these expenses to 
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the production and sales departments as 
far as possible so that the expenses of man- 
agement can be standardized and con- 
trolled effectively. This last step however 
is not yet carried out as completely as it 
might be desired. During the next five 
years, numerous experiments will be made 
in the larger businesses for the purpose of 
applying the accounting control type of 
budgetary procedure to general overhead 
also. From this experimentation there will 
eventually be produced something of per- 
manent value, so that more businesses will 
be inclined to follow the pioneers, and the 
result will be a standardization of all costs 
and expenses, even management costs. But 
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this last step in the development of bud- 
getary procedure will not come until 
boards of directors and the owners of busi- 
nesses themselves are willing to set stand- 
ards for management. Accountants can 
contribute largely in this final stage of 
budgetary development by analyzing ac- 
counts more completely and more intelli- 
gently and providing their clients and em- 
ployers with information that can be used 
to advantage in problems of administrative 
control. And those who teach the account- 
ants of the future will be expected to pro- 
vide them with an equipment that they will 
be able to use, in rendering that larger 
accounting service. 
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GENERAL MOTORS BUDGETARY CONTROL 
F. G. DoNNER 


budgetary control is probably based 

upon governmental budgets rather 
than upon budgets of industrial enter- 
prises. This conception of budgets is re- 
flected in the definition of a governmental 
budget as “a statement of probable reve- 
nue and expenditure and of financial pro- 
posals for the ensuing year as presented to 
and passed upon by a legislative body.” 
The most important distinction between 
such a budget and the budget of an indus- 
trial enterprise is the emphasis upon rigid- 
ity and inflexibility which is inherent in the 
budgets of governmental units but which is 
entirely foreign to everyday business needs. 
Inflexibility is necessary in the case of Fed- 
eral, state, and local governments since 
these units must be able to set up certain 
definite limits upon expenditures at the be- 
ginning of a fiscal period which will con- 
tinue to be in effect throughout the period. 
Such absolute limits, however, cannot ap- 
ply satisfactorily to an industrial enter- 
prise which is subject to fluctuations in 
volume but which must be operated effici- 
ently and economically at the current level 
of volume, no matter how sudden or violent 
the change from the previous level. 

The use of budgets in present day in- 
dustry as a means of planning and control 
therefore requires a broader view of bud- 
getary methods than is comprehended in 
budgeting by public enterprises. The bud- 
get, from the industrial standpoint, has 
been defined (by W. A. Paton) as “any 
statement or report which shows the esti- 
mated data of either the course or results 
of a program or plan of operation. A bud- 
get represents an estimate of future events 
or conditions, usually from the financial 
standpoint ; it expresses the forecasts and 
projects of those who are responsible for 
the administration of the enterprise.” The 
experience of business in the years prior to 
1929, when business was on a distinct up- 
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ward trend, and even more particularly in 
the last two years, when business has beep 
on a sharply downward trend, has empha- 
sized the necessity of a continuous and 
close control of current operations so that 
production and operating expenses will be 
in line with current consumer demand. Ip 
the case of General Motors, budgetary con- 
trol comprehends long-term and short-term 
planning; and includes, among other 
things, the current control of commercial 
expenses, manufacturing expenses, central 
office expenses, inventories, and capital ex- 
penditures, These items must be at all times 
kept in harmony with the current rate of 
operations, and it has been found that flex- 
ibility in the basic budgets is a paramount 
need in securing such current control. 


I 


Budgeting is, of course, only a part of 
the broad field of planning which is re 
quired in business today. If we attempt to 
find an analogy for industrial planning i 
the military sphere, we discover three gen- 
eral types of planning: 

Line planning 

Tactical planning. 

Strategical planning 

“Line planning” may be likened to that 
phase of industrial engineering which con- 
cerns itself with planning for marketing, 
production and engineering and other de 
partmental operations. This type of plar 
ning is not directly related to budgetary 
methods, and need not concern us in our 
present discussion. 

“Tactical planning” might be considered 
to be the determination of conditions in the 
immediate future and the current formula- 
tion of plans to meet such conditions. In its 
application to General Motors budgetary 
control, this phase of planning is called 
“forecasting,” and affects the execution of 
the policies reflected in the budgets. 

“Strategical planning” concerns itself 


with th 
ually 
more. I 
ception 
the sev 
gets th 
of plar 
materi: 
The: 
conside 
plannir 
For in 
execut 
cies. I 
from a 
timate 
mediat 
eventu 
long-t« 
may b 
ried 
the ac 
budge’ 
prope! 
they ¢ 
ing at 
the po 
sider 
ning 
basic 
adjus 
needs. 
with 
Gener 
rathe: 


Be 
meth« 
intere 
scrib 
Moto 
whicl 
othe 
tions 

@6 tors 
or pi 
panic 
maj 
the ( 


General Motors Budgetary Control 


with the longer-term picture and deals us- 
ually with a period of time of one year or 
more. It comprehends the systematic con- 
ception of policies which are embodied in 
the several classes of budgets. These bud- 
gets then form the basis for the adjustment 
of plans to the current conditions as they 
materialize during the year. 

These two classes of planning have been 
considered separately since both types of 
planning may not be uniformly successful. 
For instance, there are examples of good 
execution in spite of poorly conceived poli- 
cies. Immediate profits may be obtained 
from an operation at the sacrifice of its ul- 
timate competitive position, and an im- 
mediate tactical success secured which will 
eventually prove to be a failure from the 
long-term standpoint. Conversely, policies 
may be properly conceived but poorly car- 
ried out so that poor tactics have nullified 
the advantages of good strategy. Basic 
budgets may be properly conceived but not 
properly adjusted to current conditions as 
they develop during the year. The forego- 
ing analogy has been made to emphasize 
the point that budgetary control must con- 
sider two distinct factors: long-term plan- 
ning which is necessary to determine the) 
basic budgets, and the continuous current 
adjustment of these plans to immediate 
needs. This discussion will concern itself 
with the budgetary methods employed by 
General Motors in order to control its 
rather far-flung operations. 


II 


Before considering General Motors’ 
methods of budgetary control, it may be 
interesting to pause for a moment and de- 
scribe the scope of its operations. General 
Motors is primarily an operating concern 
which owns the plants, properties, and 
other assets of its manufacturing opera- 
tions, designated as divisions. General Mo- 
tors is also a holding company owning all 
or part of the capital stock of other com- 
panies connected with its activities. The 
major products of General Motors include 
the Chevrolet, Pontiac, Oldsmobile, Buick, 
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LaSalle, and Cadillac passenger and Chev- 
rolet commercial cars, as well as Fisher 
Bodies and Frigidaire Automatic Refrig- 
erators. The accessory division manufac- 
ture many automobile accessories and parts 
which are sold not only to the car divisions, 
but also to outside concerns. Through 
stock ownership, General Motors holds an 
important interest in a number of other 
manufacturing companies, both at home 
and abroad. 

The products of the car divisions are 
marketed through more than 25,000 deal- 
ers scattered throughout the world. In the 
year 1930 the corporation produced and 
sold 1,174,000 cars and trucks, which 
amounted to approximately one-third of 
the total automobiles manufactured in the 
United States and Canada. The largest 
sales reached by General Motors were 
1,899,000 cars in 1929. Net outside sales 
reached a record figure of $1,504,000,000 
in 1929 and in 1930 were $983,000,000. 
Total General Motors assets amounted to 
$1,316,000,000 at the end of last year. 
Manufacturing plants located in thirty- 
four cities in the United States and Canada 
and twenty assembly and manufacturing 
plants abroad required an average of 
178,000 employees in 1930 and total pay 
rolls aggregated $280,000,000. Ownership 
of its 48,500,000 shares of common stock 
is distributed among nearly 800,000 stock- 
holders. 

General Motors Corporation is operated \ 
as a decentralized organization. Each oper- 
ating unit is, in principle, entirely self-con- 
tained and is responsible for the successful 
design, manufacture, and sale of its prod- 
ucts subject to the general policies of the 
corporation. In order to coérdinate the di- 
visional efforts and to make available to all 
divisions the experience of the corporation 
as a whole, there are various interdivi- 
sional-relations committees which meet at 
frequent intervals. These committees in- 
clude the general technical, general sales, 
general purchasing, and works-managers 
committees, and are made up of the impor- 
tant executives of representative divisions, 
together with certain of the central-office 


= 
in 
nd 
at 
be 
In 
rm 
er 
ial 
al 
1e8 
of 
nt 
of 
to 
in | 
ai 
5 
at 
8) 
ry 
d 
he i 
a- 
ts 
od | 
of 
If 


24 


executives. The fundamental policies of the 
corporation are laid down by the opera- 
tions, executive, and finance committees, 
and coérdination is effected by the presi- 
dent as well as through the medium of the 
interdivisional-relations committees. 


IiI 


Planning requires knowledge of the past 
as well as the development of policies in 
order that future conditions may be ac- 
curately forecast. The success of current 
plans depends to a large extent upon the 
availability of current information about 
what is happening. It is necessary, further, 
that this current information be so up to 
date that decisions may be made and plans 
adjusted to changing conditions before it 
proves too late. In securing such informa- 
tion, General Motors has found several 
types of reports to be of great value in 
securing a current up-to-the-minute pic- 
ture of general business, the automobile in- 
dustry, and its own condition. 

Two of these reports consider the most 
important factor in judging current con- 
ditions, that is, consumer demand. A report 
is received every ten days from each of the 
car manufacturing units which is based 
upon information secured from its dealers. 
General Motors receives these reports five 
to ten days after the fact, and secures in 
this way up-to-date information on new 
car deliveries, dealers’ stocks of new cars, 
customers’ orders received, and unfilled cus- 
tomers’ orders. The only accurate measure 
of consumer demand in the automobile in- 
dustry is, of course, sales of cars to the 
ultimate buyer, and it has been found that 
these reports, which have been called the 
“pulse of the nation,” constitute the best 
immediate reflection of consumer demand. 
Production and distribution policies are in- 
timately concerned with the factor of cur- 
rent consumer demand, and these ten-day 
periodical reports have become the foun- 
dation of the corporation’s current (tacti- 
cal) planning. 

The consumer demand for General Mo- 
tors cars is, of course, only a part of the 
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industry’s picture. In order to determine 
consumer demand for the automobile in 
dustry as a whole, there is received each 
month a summary of new car registrations, 
by states, for each line of cars sold in the 
United States. This monthly report is re 
ceived within thirty days after the close of 
each month, and enables a running check 
to be kept upon the sales performance of 
General Motors cars as related to the rest 
of the industry. Monthly reports are also 
received from the National Automobile 
Chamber of Commerce covering the pro 
duction of cars manufactured in the United 
States and Canada. 

In addition to the reports which are con 
cerned primarily with consumer demand, 
various daily and monthly reports are re 
ceived. currently from each of the manv 
facturing divisions. Each division reports 
to the central organization daily concern 
ing its sales, production, cash position, and 
accounts payable outstanding, and these 
reports are consolidated for the corpora 
tion within a day or two after the fact. The 
central office is thus enabled to keep a com 
tinuous check on its short-term planning, 
and is currently informed upon the success 
with which these plans are being carried 
out. L 

Based upon the foregoing daily reports, 
a summary balance sheet and income state 
ment for the corporation as a whole is pre 


| pared daily. This reflects the current finan 
‘cial position within a couple of days after 


the fact and presents in a summarized form 
information which ordinarily would have to 
wait for the monthly financial statements. 

Each operating unit, of course, prepares 
monthly financial and statistical reports. 
These reports are available about fifteen 
days after the close of the month and pre 
sent the usual information relative to the 
balance sheet and operating condition 
found in such financial reports. The con 
solidated corporation statement is pre 
pared from these individual reports, and 
is usually available about twenty-five days 
after the close of the month. A consolidated 
balance sheet and income statement is pub 
lished quarterly. 
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IV 

The foregoing reports, together with 
other statistical statements prepared by 
the operating units, serve as a basis for the 
immediate projection of operations into 
the future. This current short-term (tacti- 
cal) planning is reflected in the corpora- 
tion’s forecasting procedure, and is based 
upon the projection of past operations and 
long-term plans, adjusted to the changing 
views of the future. The proper execution 
of long-term plans depends to a large ex- 
tent upon accurate forecasting. In order 
to obtain proper current control which is 
exercised in a systematic and orderly man- 
ner, both from the standpoint of the long- 
term picture embodied in our budgets and 
immediate conditions as reflected in the 
regular operating reports, a monthly fore-| 
cast covering all General Motors activities; 
is prepared as of the twenty-fifth of each 
month. The forecast considers operations) 
for the current and the three following 
months. 

The primary purpose of the forecasting 
program is the proper adjustment of pro- 
duction to consumer demand. The current 
ten-day reports of sales of cars to con- 
sumers received from the dealers provide a 
basis for determining a reasonable projec- 
tion into the future of new car deliveries. 
This projection, of course, takes into ac- 
count general business conditions and the 
strength of competition as well as the in- 
fluence of seasonal variation upon consumer 
demand. Desirable dealer stocks of new 
cars are also considered, based upon such 
factors as the rate of sales, the season of 
the year, and the influence of new model 
introduction. On the basis of the projected 
deliveries and dealers’ stocks, it is possible 
to determine the required monthly produc- 
tion schedules of new cars for the period. 
The production schedules form the founda- 
tion of the current forecasting procedure, 
and the balance of the forecast is built up 
on the basis of these schedules. The produc- 
tion schedules of the car divisions form, in 
turn, the basis for the schedules of the ac- 
cessory divisions. 

On the basis of these monthly production 
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schedules, a detailed income statement is 
built up for each of the four months cov- 
ered by the forecast. For the forecast 
period, unit costs usually reflect the latest 
actual results, and forecast expenses are 
adjusted in order to be in harmony with the 
volume of business projected. While the re- 
sults of past operations and plans for the 
immediate future play an important part 
in the determination of the volume of re- 
quirements of monthly forecasts, the influ- 
ence of standards which are determined 
through long-term planning (as we shall 
see later) is also decisive. In other words, 
forecasting requires the perspective of 
strategical planning for the long term in 
order to insure the greatest measure of 
success. 

The monthly forecasts also consider the 
current capital requirements of the cor- 
poration, which include current working- 
capital requirements (inventories and re- 
ceivables) and contemplated expendiiures 
for plant, equipment and tools. The most 
important element in the control of work- 
ing-capital requirements is, of course, a 
proper adjustment of inventories to the 
indicated volume. The corporation’s system 
of inventory and purchase control contem- 
plates that inventory and purchase com- 
mitments should be in line with indicated 
production schedules in order that inven- 
tories will be adequate and balanced, and at 
the same time not excessive. The produc- 
tion schedules reflected in the monthly fore- 
cast constitute the authority for each 
operating unit to proceed in accordance 
with the indicated schedule and to make 
forward purchase commitments up to the 
requirements of the forecast. The forecast 
production schedules are subject to review 
by the president, who may, if necessary, 
take exception to the proposed schedules 
and contact with the division in order to se- 
cure their reconsideration. Purchase com- 
mitments beyond the forecast period may 
be made only by special authority and un- 
der exceptional circumstances. Forecast 
production schedules must be adjusted to 
indicated consumer demend, and it is not 
possible under any reasonable conditions 
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for inventories, either of raw material or of 
finished stock, to get seriously out of line 
with current reonirements. Further, mini- 
mizing the po» ‘y of the accumulation 
of excess inventories also helps to secure 
more continuous operation for the corpora- 
tion’s suppliers, since excessive inventories 
of materials which might otherwise pile up 
would not have to be liquidated when the 
rate of operations is unexpectedly reduced. 
The general absence of high inventories as 
a factor in the present depression has been 
conspicuous in any comparison with the 
conditions during 1921 and indicates that 
this is one lesson which was well learned 
from the experiences of the earlier depres- 
sion. 

When the monthly forecasts made by the 
several operating units are received by the 
central office, they are consolidated to form 
a combined forecast for the corporation. A 
forecast consolidated income statement and 
balance sheet is then prepared for each of 
the four forecast-months which forms the 
basis for the determination of current oper- 
ating and financial policies. 

The application of the forecast to finan- 
cial problems is of particular interest in 
the control of the corporation’s operating 
cash balances. Each month a daily estimate 
of the corporation’s cash balance is made 
for the period covered by the forecast, and 
is, in fact, projected for an additional three 
months’ period in order to secure an indi- 
' cation of the trend to be expected. It is the 
corporation’s policy to invest its excess 
funds in short-term U. S. Government se- 
curities and the maturities of these securi- 
ties must be adjusted to subsequent de- 
mands such as dividend disbursements, 
capital expenditures, and payments to sup- 
pliers. It is necessary that certain minimum 
operating bank balances be carried at all 
times, and the availability of cash funds 
when needed, as well as the maintenance of 
a reasonable income on cash investments, is 
of importance. 

It is probably self-evident that the suc- 
cessful execution of strategical policies is 
dependent to a large degree upon accurate 


forecasting. The monthly forecasts which 
have been described above must be based 
upon an accurate projection of consumer 
demand, but even more importantly upon 
scientific standards which are the result of 
long-term planning. That is, there must be 
budgets in order to form a basis for deter- 
mining what the operating picture should 
be at the projected volume. The considera- 
tion of standards as embodied in long-term 
planning (budgets) has been reserved until 
this point in order to give a conception of 
the use to which this type of planning is 
put. The determination of operating stand- 
ards through systematic planning and bud- 
geting would be quite useless if these stand- 
ards were not applied to a careful and con- 
tinuous determination of current operating 


\ requirements. A tool is useless if it is not 
jused properly, and a budget cannot, in it- 
|self, solve operating problems. 


VI 


The rest of this discussion will be con 
cerned with long-term planning, and with 
the standards determined through annual 
budgeting. General Motors Corporation 
bases the fundamental consideration of 
product pricing upon budget standards 
which take into account the two basic fae 
tors of the rate of return to be realized 
upon capital employed and the normal vok 
ume reflected in the capacity of its plants. 
Ideally, the pricing policy of the corpora 
tion is expressed in the price of a product 
which will secure, over a period of years, 
an average rate of return on the investment 
required for the volume which its plants 
can reasonably handle. This price is termed 
the product’s “standard price.” 

The long-term rate of return on invest- 
ment reflected represents the management's 
expression of the highest average rate of 
return which can be expected, consistent 
with the healthy growth of the business, 
and might be considered to be the “ec 
nomic return attainable.” The normal rate 
of operations reflected is termed “standard 
volume,” and reflects the management's 
judgment of the percentage of theoretical 
plant capacity which can be secured in & 
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normal year, taking into account general 
business conditions, seasonal fluctuations, 
and the influence of model changes. At any 
given time, of course, there may not be any 
close relationship between a product’s 
standard price and the actual prevailing 
price. The determination of a standard 
price, however, affords a basis for compar- 
ing actual or contemplated prices, and 
guards against the possibility of uninten- 
tionally pricing products in a manner in- 
consistent with the basic pricing policy. 

It is the practice of each of the car di- 
visions to make, at the beginning of the 
sales year, a complete analysis of the en- 
suing year’s operations. This is embodied 
in a so-called price study, which includes 
estimates of sales, costs, expenses, and 
capital requirements, both at standard vol- 
ume and at the indicated rate of operations 
for the ensuing sales year. This price study 
is really the division’s annual forecast and 
reflects the approved budget standards of 
the division. This price study also develops 
the standard price outlined above for each 
major line of products (each car body 
type is considered separately, for instance) 
so that a basis of measurement is provided 
for the determination of the extent to which 
proposed prices, as dictated by competitive 
and other practical considerations, may de- 
viate from the corporation’s basic price 
policy. 

The determination of standard prices re- 
quires that standards of capital require- 
ments, factory costs and commercial ex- 
penses be established which will be repre- 
sentative of operating requirements at the 
indicated standard volume. These stand- 
ards embody the more important ratios of 
operating control, and will be described 
briefly. 

The factory cost of the product is first 
determined and is the total of productive 
materials (materials which enter directly 
in the composition of the product), pro- 
ductive labor (labor expended directly on 
| the product), and manufacturing expenses 
| or burden (factory overhead expenses 
| which include indirect labor costs, expense 

materials, cost of tooling, depreciation and 
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other fixed charges). To the determined 
factory cost is added the amount of com- 
mercial expense contemplated in the sales- 
department budgets, adjusted to the stand- 
ard -volume-rate of operations. The invest- 
ment required to produce and distribute the 
product reflects the fixed investment in 
plant plus working capital. Working capi- 
tal includes inventories, receivables, and 
cash, and is considered to be directly pro- 
portionate to the volume of business. The 
profit is then determined based on the de- 
sired rate of return to be earned on the 
total investment employed. The sum of fac- 
tory cost, commercial expenses, and desired 
profit results in what has been referred to 
as the standard price of the product. Any 
adjustment of standard prices to current 
requirements of competition or general 
business conditions will increase or decrease 
profits in the amount of the adjustment. 


Vil 


The fundamental principles of the Cor- 
poration’s pricing policy are relatively 
simple and form the basis of its long-term 
strategical planning. The periodic con- 
sideration of the principles by means of 
price studies necessitates setting up budget 
standards which not only make the price 
study possible, but which serve to control 
operations during the model year. The ex- 
ercise of operating control through budget 
standards requires first of all, that the 
standards be sensitive to changes in vol- 
ume and in operating conditions. 

In order to secure a proper degree of 
flexibility, it is necessary to determine the 
proportion of the expense and investment 
items which vary with volume and the pro- 
portion which remain unaffected by 
changes in volume. It is evident that a por- 
tion of the expense and investment items 
are of a fixed nature and that whatever 
the rate of operations may be, a certain 
fixed amount of expenses will be required, 
and the plan investment will remain unaf- 
fected. Examples of fixed and non-variable 
expenses include depreciation charges, 
taxes, and a large proportion of heat, light, 
power, clerical salaries, and other similar 
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expenses. Direct factory costs, that is, pro- 
ductive labor and materials, and a portion 
of the factory overhead and commercial ex- 
penses, such as, inspection, material han- 
dling, commissions, loading and shipping, 
should vary directly with the rate of 
operations. Similarly, as pointed out previ- 
ously, working-capital requirements should 
vary directly with volume. On the basis of 
a careful analysis along the above lines, 
the budget standards are divided between 
fixed and variable items. The importance 
of this step in the long term planning pro- 
gram cannot be overemphasized, since it 
enables the budget standards to be applied 
to the control of the operating program 
during the year. 

It has been noted that a careful analysis 
is made of the manufacturing and com- 
mercial expenses in order to determine the 
proper distribution between fixed and vari- 
able items. Dealing with investment items, 
the task is somewhat simpler since invest- 
ment in plant assets, including deferred 
tool-expenses, is considered to be entirely 
of a fixed nature, while working capital is 
considered to vary directly with volume, 
and no attempt is made to segregate fixed 
items in the latter case. The principal prob- 
lem in the analysis of investment items is 
concerned with the allocation of invest- 
ment to lines of product. 

On the basis of the budget of operations 
at standard volume, and taking into ac- 
count the adjustment of expenses and 
working-capital requirements to a different 
level of volume, a second summary is pre- 
pared on the basis of the expected volume 
of business for the year. This summary is 
in effect the annual forecast based upon 
the approved budgets and contemplated 
prices, and reflects a picture of what the 
division expects to do during the ensuing 
year. The factory cost, manufacturing and 
commercial expense and investment stand- 
ards form the basis for current compari- 
son with actual during the year, and seri- 
ous variances can be given the necessary 
consideration. A basis of measurement is 
therefore available for considering not only 
the developing picture as shown by the 
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monthly forecasts, but also the results of 
current actual operations. 


VIII 

For pricing purposes, capital require 
ments are conservatively stated, and ex- 
pense standards are capable of attainment, 
It should be pointed out, however, that 
while the expense standards which are de 
termined annually do not reflect an unat- 
tainable ideal, they are nevertheless tight- 
ened up each year so that constant im 
provement is necessary in order to attain 
them. Each operating executive will there- 
fore find them increasingly difficult to meet, 
and will have a harder job ahead of him 
each year if he is to secure actual operat- 
ing results in line with the budgeted stand- 
ards. Every responsible executive concerned 
in the divisional management has before 
him throughout the year the standards re- 
flected in his own particular budget. Cur- 
rent actual operating results are regularly 
compared with standards for him so that he 
may know what operations should have 
been on the basis of standards adjusted to 
the actual volume realized. The usefulness 
of carefully prepared budgets is entirely 
dependent upon the control of operations, 


and adequate control can be secured only- 


through the current everyday use of these 
budgets as a “yardstick” against actual 
performance. For this reason a great deal 
of emphasis is laid upon the current follow- 
up of actual against budgeted or standard 
operations. The responsibility for such con- 
trol is definitely fixed upon the executive in 
charge of the activity, and adequate in- 
formation is provided in order that he may 
have the necessary information at all times 
in order to make the best possible use of 
the long-term planning which has been in- 
corporated in the budgets of his activity. 

Taking a typical automobile manufac- 
turing division as an example, we find that 
its general manager is the executive with 
the responsibility of keeping the operating 
expenses of this operation in line with 
standards and with current volume. He re- 
ceives from his financial department daily 
reports of the overhead expenses of this 


plant, s 
flects th 
tory ex] 


take im 
of-line « 
ceived 1 
superin 
standa! 
tivity. 
trained 
ards, 
cause t 
derstar 
ing to 
Sucl 
much | 
ports 
effectin 
reduct 
been fe 
case 0 
cised ¢ 
ther, t 
cern 0 
a buds 
not ac 
divisio 
sults 
the ye 


contr: 


prope 
whole 


= 
plants 
These p 
to-date 
| should | 
standa 
| The pls 
| unreaso 
weapo 
forma 
A 
in Ge 
whic 
are 
ume- 
volu 
mal 
Base 


s of 


General Motors Budgetary Control 


plant, set up in a simple form which re- 
fects the six or eight major items of fac- 
tory expense. This report is summarized by 
plants or groups of major departments. 
These periodical summaries compare actual 
to-date expenses with what these expenses 
should have been on the basis of the budget 
standards adjusted to the current volume. 
The plant manager is thus able to determine 
unreasonable variances from standards and 
take immediate action to remedy such out- 
of-line conditions. Daily reports are also re- 
ceived two days after the fact by the plant 
superintendents and foremen covering the 
standard and actual expenses of their ac- 
tivity. These plant executives have been 
trained in the proper use of these stand- 
ards, and current control is effective be- 
cause the superintendents and foremen un- 
derstand the necessity of constantly striv- 
ing to meet their standards. 

Such immediate control is obviously 
much superior to waiting for monthly re- 
ports that will be so late as to render in- 
effective the elimination of waste, and the 
reduction of excessive expenses. This has 
been found to be particularly true in the 
case of the control which should be exer- 
cised currently by the plant foremen. Fur- 
ther, the budget is always the personal con- 
cern of the general manager, for obviously 
a budget alone could get nowhere if it were 
not actively backed up by the head of the 
division. This follow-up of operating re- 
sults is actively prosecuted every day of 
the year, and makes the budget an efficient 
weapon in the battle for better cost per- 
formance. 


Ix 


A summary of the various steps involved 
in General Motors system of budgetary 
control may be helpful in order to gain a 
proper perspective of the procedure as a 
whole. Starting with strategical planning 
which considers the long-term, standards 
are first set up based upon standard vol- 
ume-rate of operations—that is, normal 
volume which takes into account the nor- 
mal capacity which the plant can attain. 
Based upon official cost estimates and 
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standard investment requirements, a stand- 
ard price is set up which reflects a profit 
on the product based on the management’s 
judgment of the economic rate of return on 
investment attainable at standard volume. 

The next step is the adjustment of the 
standard volume picture to the anticipated 
rate of operations for the year. Strategical 
planning for the year, particularly as it 
reflects price decisions, is based upon the 
consideration of the operating picture from 
this standpoint. The determination of 
prices which will be effective during the en- 
suing model year is the important problem 
at this point, since each year many practi- 
cal considerations are operative which re- 
quire the adjustment of standard prices on 
the basis of current conditions. When pro- 
posed prices have been determined, a com- 
plete summary of operations at the ex- 
pected volume is built up. This summary re- 
flects factory costs, distribution expenses, 
investment in plant assets and working 
capital, and profits, and is based upon the 
budget standards adjusted“to the antici- 
pated rate of operations. 

During the year these operating stand- 
ards are used to measure the efficiency of 
current operations, to keep costs down, and 
to eliminate unnecessary expenses. The ex- 
ercise of proper operating control through 
the medium of budget standards by respon- 
sible executives who have been trained in the 
use of these standards has been found to be 
an important function of budgeting. Con- 
tinuous daily control by plant executives 
through the use of standards adjusted to 
actual volume is an effective means of se- 
curing such control. 

The second use which is made of the di- 
visional standards is their application to 
the projection of the current operating 
picture as embodied in the monthly fore- 
casts. The current reports from the field 
give an indication of current consumer- 
demand. Based upon the production sched- 
ules required by current consumer demand, 
these forecasts are then built up on the 
basis of budget standards adjusted to the 
forecast rate of operations. The budgets, 
therefore, not only control current opera- 
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tions, but serve as a basis for projecting 
operations into the immediate future. 

To put the matter in a little different 
way, the long-term planning necessary in 
formulating strategical plans requires a 
careful annual review of prices based upon 
a systematic and scientific approach. 
Standards are set up for unit factory 
costs, distribution expenses and capital re- 
quirements. During the year the budgets 
serve as a basis for exercising current oper- 


ating control and for the projection of 
operations into the immediate future. It 
has been the experience of General Motors 
that proper budgetary control results ip 
decreased costs and increased turnover, 
The elimination of recurring excess inven- 
tories results in a more level rate of opera. 
tions, and benefits employe and supplier 
alike. These in turn should result in lower 
prices to the consumer, thereby stimulating 
the demand for the corporation’s produets, 
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BUDGETARY CONTROL AND STANDARD COSTS 
IN INDUSTRIAL ACCOUNTING 


James L. DoHR 


may be treated from any one of 

three points of view. First, it may be 
regarded primarily as a method of making 
and preserving an organized record of busi- 
ness happenings; during the period from 
the beginning of the present century down 
to the end of the Great War emphasis was 
concentrated largely on this phase of the 
subject. Secondly, it may be regarded pri- 
marily as a method of exercising control 
over business events; during the period 
from 1918 to 1925 emphasis was concen- 
trated largely on the “budgetary” aspects 
of industrial accounting. Finally, it may 
be regarded primarily as a means of meas- 
uring the efficiency of business operations ; 
since 1925 emphasis has been concentrated 
on this phase of the subject. It is obvious 
that in the last analysis all three points of 
view must be coérdinated and the subject 
of this paper is the codrdination of the 
“budgetary” and “standard cost” aspects 
of industrial accounting. 

The budgetary idea in industrial ac- 
counting was probably borrowed from the 
municipal field. Municipal expenditures are 
controlled under the basic rule that no 
moneys are to be spent except as a statu- 
tory authorization or appropriation is 
made in advance. These appropriations are 
made after a study of possible revenues; a 
summary of the estimates and appropria- 
tions is designated as the budget. Adopted 
at the beginning of the fiscal period, the 
budget is used to control expenditures 
throughout that period. At the conclusion 
of the period a report is made showing a 
comparison of the expected results with 
actual income and expenditures. As applied 
to the industrial enterprise the central ob- 
jective of budgetary procedure is the exer- 


cise of control over manufacturing opera- 
tions. 


T= subject of industrial accounting 


The standard cost idea is based on the 


theory that certain results should be ob- 
tained under given conditions and that effi- 
ciency may be measured by a comparison of 
standard with actual performance. To this 
end standards are set or fixed representing 
what should be accomplished under given 
conditions. In practice there is a wide vari- 
ation in the number of standards used but 
basically they may be reduced to the fol- 
lowing: 
1. Standard sales price per unit of prod- 
uct 
2. Standard material price 
8. Standard material quantity per unit of 
pzouduct 
4, Standard wage rate 
5. Standard labor time per unit of prod- 
uct 
6. Standard variable burden price 
7. Standard fixed burden price 
8. Standard factory time per unit of prod- 
uct 
. Standard factory output at normal 
10. Standard variable distribution and ad- 
ministrative cost per unit of product 
11. Standard fixed distribution and admin- 
istrative cost per unit of product 


A comparison is made of actual perform- 
ance with the standards set forth above and 
any differences are reported automatically 
(by individual products and in total) in 
the form of “variances.” The basic vari- 
ances are as follows: 


1. Sales price variance 

. Sales volume variance 

. Material price variance 

Material use variance 

Labor wage rate variance 

Labor efficiency variance 

. Variable burden price variance 

Factory efficiency variance 

. Idle factory capacity variance 

. Variable distribution and administra- 
tive cost variance 

. Idle distribution and administrative ca- 
pacity variance 
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The idea of comparing actual results 
with a standard is not in itself a particu- 
larly recent development; the contribution 
of modern standard cost practice lies 
largely in the development of an organized 
and “automatic” method of recording and 
reporting the results of such comparison in 
the form of “variances.” 

The methods under which the “budge- 
tary” and “standard cost” ideas may be 


Wormal Ovtpet #5000 
Fixed Expense 
Yariable Expense 

(at Normal Oot put) /So00 
Sales (Unit) }.00 


The Accounting Review 


amounts of output. For purposes of diseu. 
sion I have found it helpful to chart th 
various standards to show results at vary. 
ing stages of output. Such a chart, with 
the standards upon which it is based, ap 
pears on this page. In order to simplify th 
chart as much as possible it is assumed that 
the quantity produced and the quantity 
sold are identical while all the costs 
(whether production, distribution and a& 


end 
-A Variable Cost 


B-D Total Cost 
A-C Sales 


A-B Cost 


Te Product, 


Vaits 


coérdinated are readily observed. The bud- 
get is prepared on the basis of the stand- 
ards.” Since experience shows, however, 
that the standard of performance is not al- 
ways achieved, it is necessary in forecast- 
ing to give consideration to possible varia- 
tions as between standard and actual per- 
formance. The budget, in the final analysis, 
is prepared on the basis of “standard plus 
expected variation from standard.” 

Using the standards set forth above, 
budgets may be prepared for varying 


of Ovtput 


ministrative) are divided into two groups, 
fixed and variable. On this chart attention 
is directed in particular to line A-B indi- 
cating the portion of cost charged to the 
product. At any point of output up to nor- 
mal, the distance between lines A-B and 
B-B indicates the loss (fixed expense) due 
to idle capacity. Where output is above 
normal, a fixed burden is charged to the 
product at standard rate, resulting in 4 
credit which may be said to represent the 
gains due to intensive use. Budgets at se- 
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lected stages of output, based on stand- 
ards, would, appear as seen in the accom- 
panying table. 


Idle Capacity 
Gain on intensive use 
Net Loss 


It is to be noted that these figures are 
“theoretical” in the sense that the expenses 
are considered as being perfectly variable 
or fixed. In practice it will be found that 
many expenses are only partially variable 
or fixed; some are inversely variable; some 
are controllable, as for instance repairs or 
advertising. Appropriate adjustment would 
have to be made for such items. 
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Using the “standard” budget for the 


expected output as a basis the variances 


of prior periods are studied with a view 


Output 
Normal 


45,000 
80,000 
15,000 
None 


15,000 


to estimating “expected” variances in the 
approaching period. In addition considera- 
tion is given to such changes in manufac- 
turing and distributing condition as may 
be anticipated. The “standard” modified 
by the expected variances becomes the 
budget under which the operations of the 
approaching period are controlled. 
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THE RELATION OF COST ACCOUNTING TO THE 
BUDGETARY CONTROL PROBLEM 


ArTHUR W. Hanson 


oop accounting records which show 

( | exactly what has happened in a 
given business are of interest as 
historical documents, but for years it has 
been apparent that they alone are not suf- 
ficient for the management under the in- 
tensely competitive conditions which have 
to be faced. The situation in industry in 
this country following the World War 
made it still more noticeable that well- 
prepared plans for the future, based on 
accounting records and all other pertinent 
material, were fully as necessary as a 
knowledge of what had passed. The budget, 
which had been used in public finance and 
by some few businesses, now attracted more 
attention from industry than ever before. 
Indeed it was even hailed as a thing entire- 
ly new which would prove to be a panacea 


for the ills of business! During the past 
decade its development has been fairly 


rapid and widespread. The industrial 
groups whose trade associations have been 
most active in promulgating the budget 
idea have made the most progress in 
budgetary control. Some concerns still 
have no formal budget, others attempt to 
budget only part of their activities, where- 
as still others endeavor to budget all oper- 
ations in detail. Year after year, more and 
more concerns are using the idea of the 
budget, if not formally, at least informally, 
and, perhaps, unconsciously. 

Since the present period is again one of 
uncertainty which we hope will soon be 
followed by significant change, it seems to 
be exceptionally fitting for us to reéxamine 
at this time the whole budgetary problem 
in order that we may have our tools in 
shape for the expected work to be done. 
The budget is nothing but a plan or pat- 
tern, a routing, as it were, which should 
give us information so that we may better 
steer our course, deviating as necessity 
arises along the way, to the port of Prof- 


its. If conditions always were the same, 
the accustomed route could again be re 
traveled. Rapidly changing conditions such 
as all business must encounter today, how- 
ever, call for a special chart for every voy- 
age, prepared from all available facts. 

Several things are excellent servants, but 
terrible masters. The budget is one of 
these. It is only one of the tools of mam 
agement, and it must be understood that 
it has serious limitations. It must not be 
permitted to stifle initiative, but, neverthe 
less, it must be sufficiently rigid to insure 
control. It may be compared to a child 
who can usually be depended upon to do 
what is wanted provided he is sufficiently 
watched and the environment is right. 

A partial budget may be even more dan- 
gerous than one that is complete. The bal 
ancing of the different parts of the whole 
budget program may be just the thing 
which will bring each part to its proper 
size and significance. What appears, at 
first glance, to be a very good budget for 
one department, for example, sales, may be 
entirely out of joint with the possibilities 
in another department, such as production. 
Before a proposed budget is put into oper- 
ation, we must be sure that operations are 
scaled to each other. When the budget is 
adopted, each department must be held 
responsible for its part in the total ex- 
pected performance, and the records of 
actual performance will show how well each 
department is answering its responsibility. 
Since everybody has some responsibility if 
a complete budget is put into effect, it is 
probable that the spirit of team-play can 
be invoked to secure codperation from de 
partment heads and employees. In other 
words, the budget will look like business 
and will, therefore, be respected. 

No budgetary plan for a manufacturing 
business can be thoroughly successful with- 
out adequate cost accounting. As illustra- 


tion, tl 
tute or 
ficient 
dition. 
ent col 
we wal 
advant 
Any et 
a givel 
much 1 


toa d 
: the pa 
good 
thing 
other 
ing. T 
on cos 
dustry 
point. 
final f 
the co 
tion ¢ 
in orc 
in mir 
gross 
that 
know 
on th 
adopt 
whole 
parts 
can 
this 
feren 
of fi 
pecte 
othe 
thou; 
sales 
pro} 
to s 
thou 
bilit; 
tions 
hew 
aval 
of re 
tive 
fina 
tion 
inel 


Cost Accounting and Budgetary Control 


tion, the cost records of the past consti- 
tute one of the elements necessary for ef- 
ficient projection of sales or financial con- 
dition. Besides knowing what, under pres- 
ent conditions, the sales possibilities are, 
we want to know whether it will be to our 
advantage to embrace these opportunities. 
Any estimate of what it would cost to fill 
a given amount of sales will probably be 
much more accurate if it is based, at least 
to a degree, upon what our experience in 
the past has actually been, as revealed by 
good cost accounts. They give us some- 
thing definite against which to check any 
other figures which appear to be enlighten- 
ing. The sales forecast should be based up- 
on costs, as well as upon the state of in- 
dustry to be expected from a sales view- 
point. When the sales budget is nearing its 
final form, recourse should again be had to 
the cost records and the available informa- 
tion of other sorts relative to production, 
in order to judge whether the sales goal 
in mind will produce the most satisfactory 
gross and net profit figures. If it is seen 
that it will not produce these results, we 
know that there is further work to be done 
on the sales budget before we should finally 
adopt it. As we budget our sales for the 
whole period in view and for its component 
parts, we approach a position where we 
can forecast the stream of income from 
this source and its varying volume at dif- 
ferent times. This forecast those in charge 
of finance must balance against the ex- 
pected cost of sales, as determined above, 
other expenses, and capital outlays 
thought necessary to effect the projected 
sales. If projected expenditure outweighs 
projected receipts, recourse may be had 
to surplus funds within the business, or 
thought may have to be given to the feasi- 
bility and desirability of securing addi- 
tional money, either through borrowing or 
new investment. If sufficient money is not 
available, we are faced with the necessity 
of revamping our sales budget and its rela- 
tive cost. The sales, their costs, and the 
financial plan must all be in suitable rela- 
tion to each other, and to everything else, 
including the plan facilities. A good sales 
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budget and a good production budget may 
both fail of expectation if we lack finances 
to effect them. On the other hand, adequate 
finances fostering what seems like a good 
sales program may lead to disaster if the 
sales can be filled only by large production 
costs. Again, financial strength and abil- 
ity to manufacture at low cost may not 
be sufficient to stem defeat if the sales 
budget proves impossible of realization. It 
must not be forgotten that the whole bud- 
get program must be codrdinated. A chain 
is no stronger than its weakest link. If 
the cost-accounting link is weak, this fact 
throws doubt on the whole projected bud- 
get and its results. 

When the budget has been prepared, 
there is another important use to which 
cost accounting may be put. The budget 
will show our projected route; our cost 
accounts which record the actual happen- 
ings as they occur in production will serve 
as guides to inform us whether we are 
making sufficient progress toward our 
goal. Between the projected and the ac- 
tual, there will be, at times, minor, at 
times, major, discrepancies. At first 
thought we may believe that the small dif- 
ferences may safely be overlooked, but it is 
well to remember that a considerable num- 
ber of these, if they all tend in one direc- 
tion, may add greatly to our cost of sales 
and thereby reduce the gross and net prof- 
it substantially below what we had ex- 
pected, or, on the other hand, they may re- 
duce the cost of sales to such a point as to 
give us far more profit than we had hoped 
to obtain, although not so much as we 
might have obtained. Nor should we be con- 
tent upon ascertaining merely the facts 
just mentioned and their causes. High 
costs of production, if they cannot be re- 
duced, mean higher costs for labor, ma- 
terial, or overhead. The money to meet 
these uncontemplated increases must be 
forthcoming if we are to proceed. Provision 
must be made for the additional financial 
strain or our budget should be revamped 
and all factors recoérdinated as soon as 
possible, in order to prevent financial dif- 
ficulties. Once the budget is abandoned and 


ik 
me, 
Te | 
ch 
OW- 
oy- 
Dut 
of 
an- 
at 
be 
he- 
ure 
do 
tly 
al- 
ole 
ng 
er 
at 
or | 
be 
1e8 | 
re 
is 
ld 
of 
h 
y: 
if 
18 
iD 
er 
$8 
g 
4 
f 


36 The Accounting Review 


a new one adopted, our cost accounts 
should show how closely we are tending to 
follow the newly projected course. The 
situation may, especially in the early years 
of the use of the budget in a given con- 
concern, resolve itself into a problem to be 
solved by trial and error, by. close atten- 
tion to which we may finally achieve the 
ability to make good budgets and find that 
actual performance coincides closely with 
them. Major differences between the pro- 
jected and the actual will furnish a danger 
signal so shocking to the management that 
we may believe that the need for action to 
prevent disaster will be readily noted, al- 
though, of course, ability to make decisions 
necessary to save the situation may be 
lacking. It is one thing to note the trouble 
and its causes; it is another to visualize all 
of its ramifications and to alter all of the 
affected parts so that they will fit into a 
well codrdinated whole which has good 
prospects of producing the results which 
are to be desired. Situations have actually 
occurred in which the only way out was to 
find a method of reducing costs. Where 
there’s a will, there’s a way, although the 
product may have to be cheapened in the 
process, at least in intrinsic worth, which 
may, in the absence of due care, increase 
sales resistance. 

One other point in connection with the 
present subdivision of our topic may also 
be discussed. The budget, built as it is to 
some degree at least on the cost accounts, 
will in turn tell us what information we 
want the cost accounts to furnish. Those 
who study this situation sufficiently will 
constantly find ways and means of perfect- 
ing the cost system, either by enabling it 
to furnish more of the information which 
is vitally necessary to adequate control or 
by eliminating those features of it which 
provide data of no particular significance, 
thus reducing the cost of cost accounting 
and helping to insure the success of the 
enterprise. The desirability of having the 
cost system reveal good standard costs 
which may in turn be checked against the 
actual costs of the moment and also 
against the budgeted performance is be- 


coming more widely recognized with the 
passage of time. None of our work, cost 
accounts, or budget must be allowed to re 
main too long in a static state; only by 
keeping them all dynamic in harmony with 
rapidly changing business conditions cag 
we justify the time and expense necessary 
to operate them. 

Those who wish to obtain a clear picture 
of budgetary control and the position 
which it occupies in industry in this coum 
try today will do well to see a recent pub 
lication of the National Industrial Confer 
ence Board entitled “Budgetary Control in 
Manufacturing Industry.” A review of 
this book by Prof. T. H. Sanders appears 
in the December, 1981, issue of Tue Ac 
counTine Review. The book shows the 
budget experience of nearly three hundred 
companies in over seventy-five different in- 
dustrial fields. Of all these companies, only 
162 had a budget of any sort, and, of 
these, only 128 had a production budget, 
which, of course, is the budget that we 
think of most naturally in relation to cost 
accounting. Only thirty-seven had a com: 
plete budget. 

Fortunately the publications of the Ne 
tional Association of Cost Accountants 
contain numerous articles showing the ex- 
perience of individual companies with the 
budget. Upon looking through this ma- 
terial one will find actual production and 
other budget procedure of the B. F. Good- 
rich Company, The Wahl Company, 
Oneida Community, Limited, United States 
Rubber Company, Hickey-Freeman Com- 
pany, Bausch and Lomb Optical Company, 
Stutz Motor Car Company of America, 
Walworth Company, General Electric 
Company, Fuller Brush Company, and 
doubtless others. A study of this material 
will show that, although there are differ- 
ences in detail and degree, the fundamen- 
tals are the same. In every case a plan of 
operations has been worked out, this plan 
has been translated into figures, which, in 
turn, may be subjected to statistical and 
accounting control. Although one would be 
foolish to attempt to install a budget with- 
out noting what the experience of others 
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has been, we cannot hope to find a ready- 
made budget procedure which will fit any 
business. he adaptation of the fundamen- 
tal ideas of the budget to a given business 
must depend largely on the facts concern- 
ing that business and its place in the in- 
dustrial system. A capable person who is 
well versed in accounting, both general and 
cost, and who is not afraid to venture into 
new fields, where he will naturally make 
many discouraging errors even though he 
eventually succeeds in constructing a valu- 
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able instrument of managerial control, 
should find in budgeting a satisfying out- 
let for his ambitions. The cost accountant 
who can either sell the whole idea to his 
concern and put it through to completion, 
or who can merely do a part in addition to 
what has been his traditional work in the 
past, will be able to make his position in 
the concern much more important, and he 
will assist toward making the accounting 
profession more generally recognized as in- 
dispensable to business. 
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THE COSTS OF MEDICAL CARE 


C. Rurus RorEm 


HE costs of medical care have been 
| the object of study for several years 
by a research staff engaged by the 
Committee on the Costs of Medical Care. 
The Committee is composed of fifty mem- 
bers, including physicians, dentists, nurses, 
educators, social workers, social scientists, 
labor leaders, and industrialists. The work 
has been financed by gifts from several 
well-known philanthropic foundations, 
among them the Rockefeller, Rosenwald, 
Milbank, Carnegie, and Russell Sage or- 
ganizations. 

The purpose of the study has been to 
determine the amount and distribution of 
the present costs of medical care, with a 
view to suggesting methods by which costs 
of production could be reduced, or by 
which the financial burden of sickness 
could be more equitably distributed. Many 
other individuals and agencies also have 
been concerned with studying the costs of 
medical care during the last several years, 
and the committee has drawn upon their 
research in the attempt to deal with the 
problem. Monographs on special subjects 
have been presented from time to time, and 
the publication schedule of the committee 
includes twenty-six titles. Sometime during 
the year 1982 there will be issued a final 
report composed of an analysis and inter- 
pretation of the findings, with recommenda- 
tions for the correction of undesirable con- 
ditions. 

Costs of medical care—as studied by 
the committee—have been considered from 
the angle of both producers and consu- 
mers. It had been long recognized that 
medical care was often expensive to pro- 
duce, and hence to purchase. For this rea- 
son it was considered important to deter- 
mine whether economies could be effected in 
the production of good medical care as the 
basis for a lowering of the prices to con- 
sumers. But it had also been recognized 
that medical care, although in many re- 


spects an ordinary economic commodity, 
was not distributed according to the or 
dinary laws of the market. The need for 
medical care by an individual is not af- 
fected by his ability to pay or his desire 
to purchase. Moreover, such need is usual- 
ly unpredictable, either as to time or 
amount. As a result it is difficult, and often 
impossible, for individuals to budget and 
plan their expenditures for medical care, 
as they do their expenditures for food, 
clothing, rent, cr amusement. 

The annual bill for medical care in 
the United States is approximately 
$3,400,000,000, making an average ex 
penditure of about $27 per person. This 
amount is not more than 4 per cent of the 
annual income of the country, and if the 
services and the costs were appropriately 
distributed, the burden of sickness would 
not be unbearable. But there is great um 
evenness in the financial aspects of medical 
care, both in the returns accruing to pro 
ducers and in the amounts paid by com 
sumers. 

Of the total costs of medical care in the 
United States, about 35 per cent is paid 
to physicians and dentists, 30 per cent for 
the construction and maintenance of hos 
pitals, 20 per cent for drugs and medicines, 
and a total of 15 per cent for the services 
of non-medical practitioners, for private 
nursing, and for public health activities. 
The annual per capita cost of medical care 
varies with different communities, ranging 
from $6 to $50 in communities studied. 
The average cost of medical care in a com- 
munity tends to vary directly with the size 
of the community and its per capita 
wealth. Urban families with the same net 
incomes spend on the average greater 
amounts for medical care than do rural 
families. For example, the annual expendi 
tures for medical care in 1929 were com- 
pared for three groups of families with in- 
comes ranging from $2000 to $2999. For 
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families in towns under 5000 and in rural 
areas, the average cost was $85; for fami- 
lies in cities of 5000 to 100,000, the aver- 
age cost was $90; and for families in cities 
of more than 100,000, the average cost 
was $111. The average annual family ex- 
penditure tends to vary directly with in- 
come, but in decreasing proportion. For 

oups of families in cities ranging from 
5000 to 100,000 population, the average 
costs of medical care were $69 for families 
with incomes from $1200 to $1999; $90 
for families from $2000 to $2999; and 
$182 for families with incomes ranging 
from $8000 to $4999. Throughout all sta- 
tistical studies of costs to families there 
appears a striking unevenness in the bur- 
den of sickness. Of the total amounts paid 
by any given income group in any type of 
community, the data reveal that approxi- 
mately one-third of the families tend to 
pay two-thirds or even three-fourths of the 
total costs borne by the group. 

The traditional method of rendering 
medical care has been the individualistic 
one, in which the doctor maintained close 
personal relationships with patients, with 
regard to both the professional and finan- 
cial aspects of his services. Each patient 
was treated according to his needs and was 
expected to pay according to his abilities. 
This simple economic relationship sufficed 
when the practitioner was a complete busi- 
ness unit for the production of medical 
care, and when each physician knew ac- 
curately the financial status and family 
obligations of each of his patients. But the 
development of specialization in medical 
service, and the impersonal business rela- 
tions brought on by urban life, have made 
necessary careful codrdination in the pro- 
duction of and payment for medical care. 
The direct professional and financial re- 
lationships between physician and patient 
have not sufficed to provide the maximum 
service to the people. Medical science and 
art have developed far beyond the eco- 
nomic organization for delivering their 
benefits to the public. 

There are certain trends in the economic 
organization of medical care which have 


resulted in more adequate use of personnel 
and facilities through the removal of re- 
sponsibility from practitioners for the 
financial aspects of medical service. Many 
groups of physicians and dentists in all 
parts of the country have improved their 
professional services and their financial 
position through group practice. Some 
groups have merely reduced overhead costs 
by the use of common waiting rooms, tele- 
phone service, scientific apparatus, techni- 
cal personnel, and credit and collection 
services. Others have also pooled their in- 
comes through the formation of partner- 
ships known as “private group clinics.” 
There are several hundred private group 
clinics in the United States, most of them 
in the western, southwestern, and middle 
western states. Usually the financial and 
administrative aspects of the services of 
private group clinics are directed by lay 
business managers recruited from the field 
of accounting, law, banking, or industry. 
Participating doctors are remunerated ac- 
cording to agreement, the monthly or an- 
nual incomes being based upon prestige, 
experience, drawing-power, amount of 
work done, and proportion of financial in- 
vestment. 

Very few clinics have attempted to cal- 
culate the unit costs of the various serv- 
ices they render. As a rule the standard 
prices for visits, examinations, treatments, 
tests, etc., are determined by the customs 
and competition of the community, rather 
than costs of production. Variations from 
the standard fees are based upon the pa- 
tients’ respective abilities to pay and by 
the professional values of the services. 
Ability to pay is determined by the busi- 
ness office; professional or medical value is 
determined by the attending practitioners. 

Private group clinics have prospered 
financially wherever started, and although 
they have probably not always reduced fees 
to patients, their increasing popularity in- 
dicates satisfaction on the part of the pub- 
lic. The findings of the committee indicate 
that the average net income of doctors in 
the United States is about $5000 per year. 
The average net income distributable to 
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physicians in twenty-seven private group 
clinics studied by the author was nearly 
twice this amount. The higher average fig- 
ure resulted in part from a reduction of 
overhead costs, although it should also be 
mentioned that most clinic practitioners 
are “specialists” and that most clinics are 
located in cities of 10,000 or more popula- 
tion. 

In the field of hospital service, there is 
at present much to be done in the analysis 
of the costs of producing medical care. In 
the first place it is important to segregate 
the fixed charges of hospital service (in the 
form of interest and depreciation) from 
the operating expenditures for personnel 
and supplies. Most of the capital invest- 
ment in hospitals has been supplied and is 
being replaced from tax funds or through 
voluntary contributions. Less than 10 per 
cent of the approximately $3,000,000,000 
invested in the hospitals of the United 
States has been provided with expectation 
of earnings or replacement. The calcula- 
tion and segregation of the fixed charges 
in hospital service (which may range from 
50 cents to $5 per patient day) does not 
mean that such amounts should be assessed 
against and collected from hospital pa- 
tients. The purposes of calculating the 
fixed charges of hospital service are: (a) 
to provide the basis of computing the total 
costs to a community for its hospital serv- 
ice; (b) to emphasize the need for careful 
planning in the construction of individual 
hospitals; (c) to show that certain costs 
are met by a community when one or more 
members invests funds in hospital plant 
and equipment. 

There is a need for improved account- 
ing in hospitals, which will provide 
analyses of the costs of the various serv- 
ices rendered within their walls. Most hos- 
pitals render amounts of free service 
which make impossible the recovery of total 
operating costs from patients’ fees. The 
resulting deficits are not necessarily evi- 
dences of poor management. Fee schedules 
and bases for the acceptance of patients 
are determined by public policy rather 
than by their direct effect upon the profit 


or loss of the hospital. Consequently, the 
annual net loss of a hospital represents, 
in effect, the costs of services rendered on 
behalf of the general public. But members 
of the general public, forgetful of the pres: 
sure placed upon hospital directors to re 
duce fees and to render “free service,” 
often criticize the superintendent in the 
same manner as they would the executive 
of a business enterprise who had full aw 
thority to establish prices and to refuse to 
sell to insolvent customers. 

Not all hospital services result in net 
losses to the institution. As a rule the spe 
cial departments, such as z-ray, labora 
tories, and physiotherapy, yield net gains, 
Calculations of the total and unit costs of 
the various services would enable hospital 
directors to accomplish the following desir 
able objectives: (a) to compare the eff 
ciency of departments, particularly with 
regard to the utilization of the scientific 
apparatus and equipment; (b) to adjust 
fee schedules in accord with costs for those 
patients not considered objects of public 
charity; (c) to present a detailed state 
ment of services rendered to the public, by 
showing which services are in need of pub 
lic subsidy (in accord with the public pol 
icy as to fees and the acceptance of non- 
paying patients). 

Hospital accounting has far to go to 
meet the reasonable expectations of eff 
ciency consistent with the annual billion 
dollar expenditure for hospital care in the 
United States. Most of the larger insti- 
tutions have developed complete book- 
keeping procedures, but only a few have 
attempted analyses of the costs of their 
various services. Budgeting of revenue and 
expense according to the methods used in 
business is a rarity in the hospital field. 
There is a vast opportunity for both re 
search and promotion in hospital finance 
and accounting. The findings of the com- 
mittee have revealed clearly this need for 
better accounting, and certain agencies in 
the hospital field have made arrangements 
to promote uniform accounting as well as 
cost analysis. 

There is at present a trend towards 
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oup-payment for medical services in the 
United States, by which groups of patients 
arrange to purchase medical care for their 
entire number through the medium of a 
regular and equal monthly or annual fee 
per member. Probably one or two million 
persons are now covered by such agree- 
ments. Large industrial enterprises have 
organized such services, with employers 
and employees participating in the pay- 
ment for partial or complete medical care 
by a full-time staff of medical practi- 
tioners. Several large universities which 
provide student health services have laid 
plans to extend the privileges of medical 
care to faculty members in exchange for a 
monthly salary deduction. Employees’ as- 
sociations of small industrial plants, gov- 
ernmental units, or department stores have 
contracted with private group clinics or 
with hospitals for annual medical service. 
Such devices tend to reduce the burden of 


sickness now resulting from the uneven fi- 
nancial costs to individuals, as well as the 
uncertainty as to the time and amount. 

There is some tendency in the direction 
of legal compulsion upon certain economic 
groups to participate in group-payment 
plans for certain types of medical care. 
Group payment for medical care, which is 
a form of sickness insurance, is not to be 
confused with state medicine, by which tax 
funds are used to finance medical care. 
Sickness insurance is merely a device 
through which specific groups finance their 
own medical service, with or without gov- 
ernmental supervision or assistance. 

There are many aspects of the costs of 
medical care which are before the Ameri- 
can public today. This paper has been in- 
tended merely to give some idea of the 
scope of the problem of the costs of medi- 
cal care, and to develop a few phases which 
are of special interest to accountants. 
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A PROGRAM FOR GRADUATE STUDY 
OF ACCOUNTING 


JAcoB B. 


who have enrolled for the courses in 

the accounting curriculum in collegi- 
ate schools of business has been increas- 
ing tremendously. This increase is almost 
appalling when one considers the strain 
which is being placed upon our educational 
set-up, particularly as it applies to the ac- 
counting courses. A program of work 
which has been outlined for small groups 
of students becomes totally inadequate 
when the numbers increase to considerable 
proportions. Coupled with the adjustments 
which may be necessary because of larger 
classes, there is also the responsibility of 
recognizing present-day trends in account- 
ing and business and adapting the account- 
ing curriculum to these trends. 

The problem of critical analysis of the 
curriculum is one which is often delayed 
indefinitely, if not put off altogether. That 
there is need for such analysis and prob- 
ably for much change cannot be denied. 
Most curricula in accounting are the result 
of haphazard growth and not of careful 
planning. There is very definitely a chal- 
lenge in the present situation for colleges 
to appraise carefully the equipment needed 
by the accounting-trained man in the years 
ahead of him and to adapt the training 
given him to that need. This challenge can- 
not be lightly ignored except at the expense 
of the student, which in turn will bring its 
reaction against the college because of the 
poor quality of its product. Critical analy- 
sis of offerings should be a healthful proce- 
dure, especially if it is followed by a gen- 
eral housecleaning of courses. 

There is no suggestion in this discussion 
that under-graduate courses alone need re- 
vision and refreshing. The graduate work 
can well be subjected to the same treat- 
ment. In fact, the development of a gradu- 
ate program which is closely codrdinated 
with the undergraduate work should be 
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the logical result of the curriculum analy. 
sis. 

In developing a program for graduate 
study of accounting, the major difficulties 
of curriculum-building are encountered not 
in providing for the advanced phases of 
graduate study but in providing a smooth 
transition from the work of the under 
graduate years to that of the graduate 
year. Consequently, it is immaterial 
whether the student who enrolls at the be 
ginning of the fifth year for further study 
is a candidate for advanced degrees o 
whether he is merely pursuing certain 
graduate courses as a continuation of his 
undergraduate work. The ultimate extent 
of work which will be completed is not 
nearly so important as the character of the 
work which has been completed as an ur 
dergraduate. 

Students who undertake a fifth year's 
study of accounting can be grouped as fok 
lows: 

1. Graduates of the institution in which 
the students are now enrolled for 
graduate study, having majored in 
accounting as undergraduates. (Th 
fifth year’s work may commence itt 
mediately after graduation or afte 
an interval in which the students were 
receiving experience in accounting 
work, public or industrial.) 

. Graduates of institutions other than 
that in which the students are ef 
rolled as graduate students, but where 
the major work taken was in account 
ing and where the scope and quality 
of the courses in accounting are of 8 
high standard. 

. Graduates of the institution in which 
the students are now undertaking 
graduate study, but where the stt 
dents did not major in accounting. 
(The purpose of this group in purst- 
ing the study of accounting is (a) to 
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extend their somewhat meager knowl- 
edge of accounting in order to suc- 
cessfully use it as a tool in business, 
or (b) to extend their knowledge of 
accounting with the view of teach- 
ing. ) 

. Graduates of institutions other than 
that in which the students are now 
enrolled, and where (a) the student 
did not major in accounting or where 
(b) the courses in accounting were 
limited in scope and quality. 

It is quite evident that students in 
groups three and four are not qualified to 
enter the graduate classes in accounting 
which would interest students in groups one 
and two. These students should pursue 
courses equivalent to advanced under- 
graduate courses in accounting in order to 
overcome deficiencies in training. (If de- 
sired by the department, the degree of 
Master of Arts might be awarded for the 
completion of this year of graduate work.) 
In addition, they should complete the 
graduate courses in accounting which are 
open to students in groups one and two. 
This, in all probability, would entail an 
additional year’s work (two in all) but 
would entitle the students to receive, upon 
satisfactory completion of all requirements, 
the degree of Master of Science in Account- 
ing. This degree would be granted to stu- 
dents in groups one and two after the com- 
pletion of the first year of graduate study. 

It is becoming increasingly apparent 
that some distinction should be made in the 
graduate degrees granted to students who 
have had comprehensive training in ac- 
counting and who complete work of a 
graduate nature from those degrees 
granted to students who are taking merely 
a fifth year’s work, much of which is not 
strictly of graduate caliber. Whether or 
not any degree should be awarded to stu- 
dents of classes three and four for a year’s 
study beyond the undergraduate course, 
where the additional work is virtually un- 
dergraduate in nature, is debatable. The 
important thing is to distinguish between 
students according to the character of 
their undergraduate training and to main- 
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tain that distinction, where deficiencies 
have not been overcome, in the granting of 
graduate degrees. 

This distinction has been indicated previ- 
ously in the suggestion that the degree of 
Master of Arts be awarded for the comple- 
tion in the fifth year of courses normally 
assigned to the undergraduate area. The 
degree of Master of Science in Accounting 
would thus become a distinctive degree 
awarded only to those who complete the 
entire program of accounting courses. 

A real problem in developing a compre- 
hensive graduate program in accounting is 
found in the size of the staff and the limited 
time which many of the staff members have 
to devote to graduate courses. Frequently, 
staff members who have been teaching in 
the undergraduate area must be withdrawn 
wholly or in part from this area and placed 
in charge of graduate courses. This pro- 
cedure at once creates the necessity of re- 
placement in the undergraduate courses, 
with the customary budgetary difficulties 
presenting themselves. This problem is not 
so acute in the larger universities where 
the teaching staffs are necessarily large 
but it is a problem nevertheless. Even 
though reduced in size, the staff of the ac- 
counting department of the smaller uni- 
versity usually succeeds in some fashion in 
caring for its graduate students. Or it 
may, and it often does, encourage its 
graduates to attend large institutions 
where physical advantages make possible 
the development of a complete program of 
graduate work. 

The development of a five-year program 
for accounting students is based upon the 
assumption that in spreading the instruc- 
tion over a longer period, a more thorough 
training can be given. As opposed to the 
shorter, concentrated training for all stu- 
dents under the present four-year plan, the 
five-year program provides a more complete 
course of study for a smaller number, while 
yet supplying a thorough grounding in 
fundamentals for those who complete the 
undergraduate phase. There is some feeling 
that many of the curricula in accounting 
have attained breadth at the expense of 
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thoroughness. The five-year program is 
suggested as the remedy for this situation. 

The five-year program for accounting 
students as described herein is divided into 
four years of undergraduate work and one 
year of graduate work. The undergraduate 
phase of the program must be considered 
with the graduate phase inasmuch as the 
complete training can be gained only in a 
combination of the two. It is essential, how- 
ever, in extending the development of the 
accounting instruction from the conven- 
tional four years to five years that basic, 
fundamental training should be provided 
by the end of the senior year. This is a 
necessity, due to the fact that a large ma- 
jority of the students will not return for 
the graduate year. These students should 
not be handicapped by insufficient training 
because of a desire to adequately provide 
for graduate students. 

It is unimportant whether the instruc- 
tion in elementary accounting begins in the 
freshman or sophomore year. Nor is it im- 
portant that the other phases of account- 
ing be assigned to any particular year. It 
is only important to observe an orderly se- 
quence of course units and to correlate the 
work in accounting with related courses in 
finance, economics, business law, and man- 
agement. In this discussion, it will be as- 
sumed that proper attention is given in 
the curriculum also for frequent and con- 
tinuous excursions into the realm of the so- 
called cultural subjects. One of the salient 
features of the five-year program for ac- 
counting study is the opportunity afforded 
for such a broad, rich training. 

In choosing accountancy as a career to 
follow, the student is faced with the added 
responsibility of deciding between the fields 
of public accounting and industrial (or in- 
ternal) accounting. Not infrequently this 
decision must be made while he is yet an 
undergraduate and before he has had suffi- 
cient experience to justify his choice. In 
some institutions two curricula are set up 
for undergraduate students in accounting 
—one in industrial accounting and one in 
public accounting. The student is required 
to make a decision at the end of his junior 
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year and to indicate his choice of curricul, 
His course of study in the fourth yeariy 
both accounting courses and require 
courses in other departments follows th 
line of his specialty with very few coursy 
in common with those assigned to the other 
curriculum. Frequently the student is ing 
position where, having chosen one curricy- 
lum, he is prevented from electing coursy 
in the other because of lack of time. Cop 
sequently, he graduates feeling that his 
training is not complete. It is true, also, 
that his decision to pursue the courses ip 
public accounting curriculum or the ip 
dustrial accounting curriculum may not 
have been made with a clear conviction that 
the choice was wise. Having made the de 
cision, his hope is that by electing fredy 
of the courses in the other groups, he may 
be able to secure a position after gradue 
tion in either public or industrial account 
ing. 

It is to overcome the objections to the 
divided curriculum that the graduate year 
in accounting is added. The undergradv 
ate work, in this set-up, will be broad, 
fundamental, and thorough, leaving what 
ever degree of specialization may be de 
sired until the graduate year. At the com 
pletion of the undergraduate work, two ave 
nues of activity will be open to the stw 
dent. His undergraduate training will have 
been thorough enough to furnish him with 
the necessary background for a successful 
business career in accounting and a great 
majority of the students will act accord- 
ingly. Correspondingly, the lure of cor 
tinued study of accounting with an oppor 
tunity for specialization and research wil 
attract students and many will continue 
with the fifth year’s work immediately after 
graduation. Others will return when the er 
periences gained in the field have indicated 
to them the value of additional training. 

The undergraduate courses in account 
ing should include the following: 

Elementary Accounting (with satisfac 

tory completion of practice sets) 

Intermediate Accounting, including 4 

study of valuation, mergers and com 
solidations, fiduciaries, branches, con 
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signments, installment sales, foreign 
exchange, etc. 

Cost Accounting 

Analysis of Financial Statements 

Income Tax—a general course 

Budgets 

Systems (Constructive) 

Controllership 

Auditing 

C.P.A. Problems 

In this outline of courses for the under- 
graduate, it should be noted that, regard- 
less of the special interest of the student in 
accounting, the courses required are funda- 
mental to both general] divisions. There is 
also a total absence of the application: of 
accounting principles to special activities. 
On the other hand it is suggested that this 
is the minimum training which should be 
given by the end of the fourth year when 
the undergraduate work is finished. 

In the graduate year, certain courses 
would be required of all students. Others 
would be required only in the line of the 
specialization. 

The opportunity for public accounting 
students to do graduate study in their spe- 
cialty would be provided in the following 
courses : 

Advanced Auditing (which would require 
the preparation of a comprehensive 
audit report) 

Advanced C.P.A. Problems 

Fiduciary Accounting 

Governmental Accounting 

Seminar in the Public Aspects of Ac- 
counting 

The industrial accounting student would in 
all probability be interested in such courses 
as Internal Auditing, Cost Systems, and a 
Seminar in Internal Reports. 

Courses common to both groups would 
include : 

Advanced Accounting Theory 

Advanced Income Tax 

Seminar in Survey of Accounting Litera- 
ture 

Seminar in History of Accounting 

Research in Accounting 

The graduate seminar will play an im- 
portant part in the training of graduate 
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students in accounting. Lacking the for- 
mality of undergraduate courses, it will 
furnish the basis for complete freedom of 
expression on the part of the student. It 
will furnish the means likewise of permit- 
ting him to make known the results of his 
research and investigations and enable him 
to benefit from the suggestions and criti- 
cisms of other graduate students. 

There are at least two views which are 
held concerning the nature of the account- 
ing seminar. One is that it should be more 
or less general in nature and that it should 
be developed for each quarter (or se- 
mester) so as to meet the needs of the stu- 
dents then enrolled. It might well be, under 
this plan, that in no two consecutive quar- 
ters, or for that matter in no two corre- 
sponding quarters of consecutive years, 
would the work done in the seminar be the 
same. There are many advantages to this 
type of training, especially when the en- 
couragement of individual effort is thought 
to be a fundamental part of graduate 
training. 

The other view concerning the nature of 
the accounting seminar is that the general 
seminar may be divided into smaller units, 
part to provide for certain requisites in 
the training of all students, with one gen- 
eral seminar to provide for interchange of 
ideas and discussion on general topics. It 
has been suggested previously that, in the 
fifth year, seminars in the history of ac- 
counting, survey of accounting literature, 
public aspects of accounting, and internal 
reports are desirable. These seminars would 
not be repeated every quarter but in all 
probability would be scheduled in different 
quarters extending through the regular 
year. This would permit the scheduling of 
a general seminar, required of all students, 
in addition to the special seminars. 

It can be said, with little ground for con- 
tradiction, that graduate work in account- 
ing should do more than merely extend the 
knowledge of the fundamental theories of 
accounting. The successful candidate for 
the degree of Master of Science in Ac- 
counting should be entirely familiar with 
the literature of accounting; he should have 
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delved into accounting history; he should 
be familiar with the public aspects of ac- 
counting. The special seminars can provide 
the opportunity for investigations along 
these lines and permit him an opportunity 
to broaden his knowledge of his special 
field. In examining each of the suggested 
special seminars we find that there is and 
should be a similarity in the manner in 
which they are conducted. There should be 
a total lack of formality and the greatest 
opportunity should be afforded for discus- 
sion. It may happen that various members 
of the seminar may be reporting on differ- 
ent assignments at the same meeting. This 
situation is necessary but advantageous 
where the general field for investigation is 
extensive and the time allotted to the semi- 
nar short in comparison. From the stand- 
point of the student, there is considerable 
value in encouraging him to do original 
work by special assignments, especially 
when he realizes that other members of the 
seminar may be dependent upon him for the 
results of his study. In addition he receives 
valuable training in organizing and pre- 
senting material to a group and in intelli- 
gent discussion of the material presented by 
others. 

The general seminar, which would be re- 
quired every quarter of all graduate stu- 
dents would then confine itself to the pres- 
entation and discussion of reports of re- 
search completed. Theses in preparation 
and reports of special research projects 
would furnish the basis for this discussion. 
The general seminar might well welcome to 
its meetings outstanding figures in the field 
of accounting or in the general field of 
business, and thus, through their influence, 
assist in broadening the views of its mem- 
bers. There is an exceptional opportunity 
likewise to participate with the seminar in 
economics or in business organization in 
joint meetings for the discussion of topics 
of common interest. Here again profitable 
interchange of ideas should result. 

In passing, it may be observed that re- 
search projects undertaken by graduate 
students in the fifth year of this five-year 
program should be comprehensive. The 


completeness of the training afforded 
should insure to the student the possession 
of sufficient knowledge of accounting teeb- 
nique for him to undertake a detailed re 
search problem. With the emphasis placed 
upon research, as evidenced by the increas 
ing number of bureaus of business research 
in our colleges of commerce, graduate sty 
dents may be expected and required to com 
plete work which is of a high caliber. The 
ideal situation, of course, would be found 
in the close coéperation between the bureay 
of business research and the department of 
accounting where the competent graduate 
students might conduct research projects 
for the bureau or assist in a large project 
already being undertaken. It may not be 
futile to hope that with continued emphasis 
being placed upon the quality of the train 
ing of our graduate students, there may be 
developed, at not too infrequent intervals, 
evidences of commendable research. 

In summarizing the foregoing discussion, 
it might be well to inquire as to the pur 
poses of collegiate training in accounting. 
Can it truly be said that in our ungradv 
ate courses we are training men as public 
accountants or as industrial accountants? 
Can we, with any degree of success, antict 
pate the special requirements of the many 
positions which our students are likely to 
fill after graduation? It is difficult enough 
to determine, in advance, those who are 
qualified to succeed in certain phases of 
accounting work. How much more difficult 
it is to attempt to provide a special type 
of training for each student, and how fu- 
tile. There is much merit to the suggestion 
that, having provided for the degree of spe 
cialization which exists already in the many 
curricula of our colleges of commerce, dé 
visions within a particular curriculum may 
not be desirable. Too great an attempt to 
vocationalize our training may result m 
lessening the value of the whole educational 
program. 

The undergraduate curriculum for the 
accounting major should not attempt to 
provide specifically for a special phase of 
work (such as industrial or public ac 
counting), much less a particular part 
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of either phase. In the suggestions made 
for the undergraduate work in connec- 
tion with the proposed five-year pro- 
gram, courses which are devoted to the dis- 
cussion of the application of accounting 
principles to special activities were omitted. 
In the opinion of the writer there should be 
no sacrifice in the development of funda- 
mentals in the interest of special applica- 
tions. The accounting-trained man may 
find himself eventually in one of many 
varied positions. These positions all require 
not only the knowledge of fundamental ac- 
counting concepts but in addition a knowl- 
edge of the fundamentals of business in all 
its phases. The curriculum must provide 
for full opportunity to secure technical 
courses in marketing, management, finance, 
business law, and economics. In addition, it 
should provide for courses of a broadening 
nature outside of the college of commerce 
to the extent of at least one-third of the 
total hours carried. These liberal courses 


should be spread over the entire four years 
of work and should not be concentrated in 
the first two years. 

The graduate year or years, codrdinated 
with the undergraduate years in a complete 
program, should provide whatever degree 
of specialization that is desired. This spe- 
cialization is thus developed at a period in 
the student’s career when he is best able to 
undertake it by reason of maturity in years 
or experience. Even in this area, however, 
it may be suggested that formal course 
work developed along lines of specialization 
be kept at a minimum. 

In the final analysis, the fundamental 
purpose of collegiate training in account- 
ing is to ground the student in fundamen- 
tals in such a manner that he will be fitted 
for any assignment in the course of his 
later experience where a knowledge of ac- 
counting technique and principles is useful. 
This would suggest that broad training in 
its fullest significance is required. 
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COST RESEARCH IN THE FIELD OF 
DISTRIBUTION 


H. J. Osttunp 


ESEARCH as applied to business prob- 
Ri:«: may take on one of two funda- 
mentally different aspects. It may 
be conducted with the view of extending 
the limits of knowledge of business phenom- 
ena in general. In that case, the research 
leads to the establishment of new generali- 
zations or to the measurement of phenom- 
ena for which previously only qualitative 
facts were known. This is the truly purely 
scientific aspect of business research. 

The other type of business research is 
that which concerns itself primarily with 
the providing of data or generalizations 
on which are to be based the solutions of 
specific business problems. Such research 
may be truly scientific in its method in the 
sense that it involves the statement of the 
problem, the collection of facts, their anal- 
ysis and final presentation in conclusive 
form. Such research is usually narrower 
in its scope than is the first type; its con- 
clusions may not be of a general nature 
nor may they be of general interest. In 
fact, the conclusions may have no social or 
economic significance whatever. 

One may, for instance, endeavor to dis- 
cover by research how a _ house-to-house 
peddler of electrical appliances may oper- 
ate most profitably to himself and with the 
minimum of annoyance to his potential cus- 
tomers. One may conduct this research in 
the most highly approved manner and his 
conclusions may be entirely unassailable. 
However, even after all this has been done, 
the question has not been settled as to 
whether house-to-house distribution of 
electrical appliances or of any merchandise 
is economical or generally desirable. 

Most business research of trade associa- 
tions is of the latter sort. Groups find 
themselves face to face with some common 
problems. They pool their data with some 
agency within or without the organization. 


The data are collected and analyzed and 
the results are used to such extent as 
may be in the conduct of their affairs. One 
may very properly question whether or no 
such efforts to secure adequate information 
on which to base business policies should 
ever be called research. It is merely the col- 
lection and sensible use of accounting and 
statistical data for managerial purposes. 

We are well aware that business com 
cerns or groups for whom such studies are 
made are inclined to favor calling such 
work research. They like to think of it as 
scientific in character even if it may be nar 
row in scope or view point. Likewise, those 
who do such work are frequently not averse 
to lending their activities as much of dig- 
nity and authority as the situation may 
warrant. The mere acquisition of informa- 
tion certainly is not in itself research. 

Even if, however, some of these studies 
are made with the specific objective of aid- 
ing management rather than that of ir 
creasing the store of human knowledge, 
they are likely to result incidentally in such 
increase. Facts are revealed and relation 
ships are discovered that may be new to 
the accounting profession in general or 
which may point out the need for a revalua- 
tion of principles already held. For that 
reason, it would appear desirable for the 
accounting profession and for instructors 
in accounting to give attention to all re 
liable information pertaining to costs and 
accounts as it appears from time to time 
even when the information is not the direct 
result of purely scientific research. It is 
also desirable to participate, as far as the 
opportunity may present itself, in such 
studies. 

It has been the writer’s task over the 
period of the past three years to collect 
and analyze cost data for the National 
Wholesale Druggists’ Association. The prr 
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Cost Research in the Field of Distribution 


mary objective of this work was to provide a 
departmental analysis of costs which would 
make it possible for wholesale druggists 
to determine approximately the net profits 
of the several merchandise departments in 
their establishments. It was with this in 
view that the study was begun. It soon de- 
veloped that departmental analysis was in- 
adequate. Departmental classifications in 
different houses were so far from uniform 
as to make comparisons between houses 
quite useless. It was also found that within 
departments there were essential differences 
between different lines or items of merchan- 
dise that were greater and more significant 
than were the differences between the de- 
partments themselves. 

This discovery made it imperative that 
the cost analysis should quite largely ig- 
nore departmental classifications and con- 
fne itself to commodity classifications. 
This would make it possible to calculate 
wholesale distribution costs by commodity 
irrespective of departmental classification 
as long as the essential commodity char- 
acteristics were known. It would then make 
no difference in the cost of distributing a 
certain tooth paste whether it were classi- 
fied with the drugs or with the sundries. 
Its essential commodity characteristics 
would be the same in either case. If de- 
partmental classifications of cost were then 
necessary it would still be possible to get 
them either by the conventional depart- 
mental analysis or by getting a sort of 
average departmental commodity char- 
acteristic. 

When the essential commodity char- 
acteristics having to do with their cost of 
wholesale distribution had been ascertained, 
the following were found to be outstanding: 

1. Necessary selling effort required. 
This was roughly, though by no 
means always, reflected in commis- 
sions offered salesmen. 

2. Bulkiness in relation to value. This 
affected the storage space required 
for a given volume of sales. 

8. Weight in relation to value. This 
affected certain of the handling costs 
in relation to sales. 
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4. The extent to which the item was 
sold in original shipping cases or in 
broken package lots. 

5. The average unit sale or invoice line 
extension. 

6. The annual rate of stock turnover of 
the item. This affected the necessary 
storage space per dollar sales as well 
as the conventional financial carrying 
costs of the inventory. 

7. Certain special considerations such as 
the necessity of refrigerated or air 
conditioned storage, or the necessity 
of filling retail orders from bulk 
stock. 


In order to serve best the needs of the 
users of the information it was necessary 
to express all costs in terms of a per cent 
of net sales rather than in the conventional 
terms of dollars and cents per order or per 
transaction or per unit of sale. This was 
for the reason that profits were expressed 
as a per cent of sales and that, therefore, 
it was necessary to express costs in the 
same terms. 

The general procedure was to set up a 
group of cost tables in which the costs for 
different values of the several variables were 
given. The data came from a group of 
fairly representative houses and thus it 
appeared possible to consider the resulting 
figures as fairly representative of the busi- 
ness as a whole. It was thus possible to 
measure those characteristics of the com- 
modity which had an effect on its cost of dis- 
tribution and to derive from the tables its 
approximate cost of distribution as a per 
cent of sales through the wholesale drug 
trade. 

In spite of the limited scope of this sort 
of work, it still contributes toward an un- 
derstanding of the behavior of costs. This 
understanding is quite naturally of value 
to the instructor in cost accounting or 
business management. 

Several generalizations not generally 
found in the current literature of cost ac- 
counting appear to receive at least tenta- 
tive support as the result either directly or 
indirectly of these cost studies and from 
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the attempt to relate them to the opera- 
tions of wholesaling. 

These generalizations indicate some- 
thing of the nature of what research may 
contribute to the accountant’s own under- 
standing of business facts particularly as 
related to costs. 

One of these generalizations is that when 
one deals with cost variables it is not suffi- 
cient merely to note the fact of variation 
but it is desirable to note the nature of 
the variation. This proposition is best il- 
lustrated perhaps by noting the effect of 
the rate of stock turnover on the cost of 
distributing a commodity. It is generally 
well known that in merchandising, increas- 
ing stock turnover rates have something 
to do with the reduction of distribution 
costs. Attempts have been made to show 
that concerns having higher rates of stock 
turnover than others have lower distribu- 
tion costs. These comparisons are generally 
futile because other factors influencing 
costs may not be the same for the con- 
cerns compared. Then too, turnover may be 
affected by other factors in the same or- 
ganization—the use of drop shipments on 
the reliance on the warehouse stock of a 
nearby manufacturer may bear on the 
situation. 

The most satisfactory procedure there- 
fore in measuring the effect on cost of a 
variation in stock turnover rates is to re- 
late this effect to a specific situation and to 
calculate the approximate cost to distrib- 
ute a given volume of a commodity assum- 
ing the carrying of varying amounts of 
stock to produce different turnover rates 
for a given volume of sales. When, there- 
fore, the cost of distributing a commodity 
is calculated for various rates of stock 
turnover, results such as presented in Table 
I are obtained. 

This indicates that the variation in costs 
with turnover is great when the turnover 
rates are low but practically negligible 
when the turnover rates become high. 

For different industries and for concerns 
in the same industry operating under dif- 
ferent conditions, there are doubtless cer- 
tain points beyond which it does not pay to 


push the rate of stock turnover when one 
takes into consideration all the related fae 
tors in given cases. The right kind of ag. 
counting research should yield some very 
valuable information on this point. 

Another revelation resulting from cost 
studies is that it becomes necessary to give 
more serious attention to differential and 
opportunity costs than the accountant use 
ally does. Orthodox accounting theory has 
no place for concepts of cost other than 
those which are quite conventional and con 
sistent with the financial point of view, 
Business executives, particularly when fae- 
ing situations that are not entirely normal 

TABLE I 
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are very likely to think in terms of incre 
ments or decrements of cost or in terms of 
opportunity. Unless the cost accountant is 
familiar with these concepts and unless he 
knows the limitations as well as the por 
sibilities of their use, he is not in a pos 
tion to render the maximum of service to 
his employer or client or to understand 
clearly what is happening. 

Another lesson learned from cost re 
search of almost any sort is the futility of 
extensive and minute allocations of et 
penses. As soon as one encounters a joint 
cost situation any where in the expense 
distribution process, it becomes necessary 
for him to use extreme caution in the ex 
pression and interpretation of his results. 
An example to illustrate this point is that 
of the application of salesman cost to com 
modities sold. Probably the most commons 
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Cost Research in the 


yiew of the correct method of applying 
selling cost is to apply it as a function of 
the selling time, that is the time actually 
spent by salesmen in promoting the sale 
of specific commodities. Yet, this is found 
to be a futile analysis when one discovers 
that the greater part of most salesmen’s 
time is spent in traveling, in waiting to 
meet prospective customers and in perform- 
ing rouvine duties. His value as a salesman 
may be in inverse ratio to the time he 
spends on a specific selling proposition. 
Doubling the actual time spent in selling 
on a given day may in some cases increase 
by no more than 10 per cent the total time 
the salesman puts in during the day. The 
cost of getting a salesman to a customer 
is in fact a joint cost of everything that he 
ean accomplish on his contact. In actual 
practice true joint costs exist much more 
widely than is generally recognized partic- 
ularly when it is recalled that capacity 
costs are, after all, joint costs. In spite of 
the reports that one may at times have to 
present as the result of his cost studies one 
is led to wonder whether cost information 
should ever be presented to an executive, 
who is not himself a trained cost account- 
ant unless such reports are accompanied 
with full and clear explanations. 

Another proposition that appears to be 
reasonable is that the cost analyst can 
well forsake the tradition of actual costs 
in favor of standard or normal costs. Two 
commodities of precisely similar cost char- 
acteristics may, as the result of the ac- 
cident of location in a warehouse, have dif- 
ferent actual costs of handling. The rela- 
tive magnitude of these costs might be 
exactly reversed by merely exchanging lo- 
cations of these items in the warehouse. 
Yet, no result has been accomplished so far 
as the total cost is concerned. Actual costs, 
therefore, when applied to specific products 
or transactions may be more misleading 
than enlightening. One problem for the re- 
search accountant is evidently to deter- 


mine when a cost figure really measures a 
cost. 


Still another proposition that forces it- 
self to the fore for the student of costs is 
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that certain of the conventions of general 
accounting do not satisfy the requirements 
of the user of cost information. Accounting 
principles are, in general, established from 
the point of view of the equity holders, 
past, present, or prospective, of a business 
enterprise. From the point of view of credi- 
tors or stockholders cost and profits have 
a well established and fairly definite mean- 
ing. From the angle of management cost 
and profit may be quite differently inter- 
preted. This is a point not always clearly 
understood by accountants in general. No 
wonder that the accounting literature deal- 
ing with interest as a cost, with rentals on 
owned property used in operation, and with 
owners’ salaries, has been argumentative 
rather than expository, both sides of the 
argument usually getting the worst of it. 
The cost researcher finds before he has 
gone far that he must have facts that can- 
not be got by financial accounting methods. 
He will soon learn when he must include 
interest on investment or theoretical rent 
in his costs, and when he must not. 

We recall one case of genuine distress 
registered by the comptroller of the parent 
company of a fairly large combination. 
The operating executive asked for com- 
parative reports exhibiting rent on owned 
as well as on leased properties. What could 
an orthodox accountant, college trained, 
and with ms» y years of experience with one 
of the accounting firms in the coun- 
try do wuder those circumstances? He 
would be violating a most fundamental 
principle, one in which he had been thor- 
oughly grounded, academically and profes- 
sionally. He was not yet aware that there 
might be two cost figures on the same set 
of facts, different and yet both correct for 
the purpose for which they were to be 
used. 

Another generalization that will come 
out of accounting research is that costs 
have an elusive way of hiding themselves 
outside of the organizations whose data are 
being analyzed. It was discovered in one 
instance, for example, that one chain retail 
organization operating at a cost appar- 
ently lower than other retailers in the same 
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city as a result of direct buying of much of 
its merchandise, was nevertheless compelled 
to buy some of its needed merchandise 
through wholesale channels. The amount of 
these wholesale purchases was very con- 
siderable. A cost analysis of the account 
showed, however, that the wholesaler’s busi- 
ness with this customer, in spite of the 
fact that it was large in amount, was very 
,unprofitable. 

It has also been discovered that on oc- 
casion concerns operating at a lower cost 
than others do so because of the fact that 
they select only the more profitable items 
or those less costly to handle leaving their 
competitors to handle the less desirable 
business with no cost reduction possible. 
As a matter of fact, the conclusion appears 
to be sound in certain situations that the 
advent of certain low cost operators has 
actually resulted in an increased total cost 
of distribution. 

Another way in which costs may be 
shifted from one concern to another is 
found in the field of distribution growing 
out of hand to mouth buying of staple 
merchandise. A retailer wishes to cut his 
own costs somewhat by carrying lower in- 
ventories. There may be a small saving 
effected on the retailer’s part by so doing. 
On the other hand, the edded cost to whole- 
saler or manufacturer in supplying mer- 
chandise in hand-to-mouth lots may be far 
greater than the retailer’s savings. 

These are just a few illustrations of 
situations where policies of individual con- 
cerns or groups may result in apparent 
cost reduction within their own group, but 
at the expense of more than equivalent 
added costs elsewhere. Only cost surveys 
of a somewhat general nature are likely to 
uncover such situations. 

It is quite evident that an accountant 
confining his accounting researches to 
data taken from the account books of con- 
cerns he studies will never appreciate these 
facts and yet they are conditions that he 
must appreciate and measure as accurately 
as possible before he can be satisfied that 
he has done a complete analytical job. 
There is no reason why collegiate teach- 


ers of accounting should not engage in ag. 
counting research. Possibly no one should 
be in a position to bring to his task a ley 
biased viewpoint or a wider perspectiye 
than the collegiate accounting instructor, 
His greatest limitation, and one which 
both he and his employers must fully ap 
preciate, is his lack of knowledge of the 
ramifications of the business itself. This 
makes it very necessary that in his re 
search he keep closely in touch with the 
management of the business he is studying, 
Only by so doing will he be able to relate 
his results to the situation. Many cost 
studies thus far produced have been inter 
esting statistical documents having but 
little to contribute to the business itself 
all because the accountant took his task to 
be strictly an accounting job. For instance, 
no accountant can ever make definite state 
ments concerning the relative costs of two 
different channels of distribution, such as 
through chain stores or through indepen¢- 
ent merchants until he can de far more 
than just to make comparisons of figures. 
He must understand thoroughly and be 
prepared to measure accurately the effects 
on cost both direct and indirect of all the 
ramifications of a very intricate distribu- 
tion system. 

Not only should the collegiate account: 
ing instructor bring to accounting research 
an unbiased competency, but he should also 
bring a perspective not be clouded by per- 
sonal interest in the outcome of his studies. 
Only those who have participated in re 
search in situations where interests con- 
flict in greater or less degree have any 
keen appreciation of the pressure of specific 
points of view. How much greater this must 
be when the analyst himself may have an 
interest in the outcome. It is not to be 
wondered at that many businesses are glad 
to turn over to the university accountants 
some of their cost-research problems. 

There is one thing further that account- 
ing research of almost any kind is going to 
do for both the business and professional 
world. It is going to modify the conven- 
tional point of view with respect to the re 
lationship between most economical opers- 
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Cost Research in the 


tion and the size of a business. If there 
js one thing coming out of conscientious 
study of accounting and statistical facts 
more clearly than any other it is that it is 
the quality of management rather than the 


size of the unit that should be correlated © 


with net profits and costs of operation. 
How careful we have been at times in classi- 
fying businesses by size to note the differ- 
ences, if any, in costs and profits only to 
find that some concern operating perhaps 
with fair profits though below the optimum 
size, decides to reduce its volume through 
better selection of customers and as a re- 
sult operates even more economically and 
makes a greater net profit. 

One of the greatest obstacles in the way 
of the use of accounting facts in extensive 
general business research projects is the 
fact that such data are not available for 
that use. The so-called accounting pro- 
fession has not become as yet fully pro- 
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fessional in the sense that the experiences 
of each member are available for the in- 
struction of all. Only when accounting de- 
tails become public record through pres- 
entation in court or by other public pro- 
cedure do they become public property and 
available as research data. The clinical case 
method of presentation of the physician 
does not exist widely in the accounting pro- 
fession. 

Probably no greater contribution can 
ever be made to American business knowl- 
edge than when practicing accountants 
make available to the profession and to the 
school of business administration the re- 
sults of their experiences in case and in 
statistical form, in such a manner, of 
course, as to violate no confidences. A body 
of statistical business material would be 
built up that would be invaluable to the 
business world and to the accounting and 
to the business teaching professions. 
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ACCOUNTING PROCEDURES FOR UNIVERSITIES 
AND COLLEGES 


Luioyp Morty 


put before you is found in the work 

of the National Committee on Stand- 
ard Reports for Institutions of Higher 
Education. This Committee consists of a 
group of college and university business of- 
ficers and other persons engaged in educa- 
tional administration, representing all 
sizes and types of collegiate institutions in 
America. It has been at work for the past 
two years. Its purpose is to formulate 
principles which should be followed in the 
accounting and financial reporting of col- 
leges and universities, and secure the gen- 
eral recognition and adoption of those 
principles. Its work is carried on through 
support from the General Education 
Board, of which Mr. Trevor Arnett is 
president, and with the codperation of the 
U. S. Office of Education and many other 
educational organizations. 

A preliminary survey by the Committee, 
the results of which were published in an 
early bulletin, emphasized the well-known 
fact that tremendous dissimilarity exists 
in the published reports of institutions of 
higher education, and that the financial 
statistics of higher education are sadly in- 
accurate and incomplete. It further re- 
vealed the fact that in spite of much good 
work done in many places, institutional 
accounting systems often are incomplete 
and inadequate. The need of more general- 
ly recognized standards was evident. It is 
to rectify these conditions, and to endeavor 
to work out a basis of accounting and re- 
porting which will be widely applicable and 
produce desired results of completeness 
and service, that the Committee has set it- 
self. 

Colleges and universities in the United 
States may be broadly classified into two 
principal groups: privately controlled and 
publicly controlled. The first group in- 
cludes those institutions whose policies, fi- 


Ts basis of what I will undertake to 


nances, and management are exempt from 
governmental control; the other group i 
cludes all institutions which are owned by 
or are responsible to some government— 
state, county, or municipal. Privately cop 
trolled institutions depend for their sup 
port and development mainly upon gifts 
from individuals, foundations, or church 
organizations. In many cases these instite 
tions are responsible to some church or 
ganization. Publicly controlled institutions 
depend mainly for their support on appro 
priations from the public treasury. All cob 
leges and universities depend in varying de 
grees on income from student fees or tu 
tion for part of their support. Certain 
activities also result in income from sale 
of commodities or charges for service ret- 
dered. 

While private and public institution 
have in the past differed considerably in 
their accounting and reporting methods, 
the growing similarity in the two types of 
institutions tends to necessitate uniformity 
in these matters. Many private institutions 
have been designated as the recipients of 
public appropriations. Practically all pub 
lic institutions now receive and administer 
funds from private gifts. The differences 
between the two types of institutions, 
therefore, tend to disappear. The Commit- 
tee has reached the conclusion that reason- 
able uniformity in the accounting classif- 
cations of both types of institutions is not 
only possible but highly desirable. 

Colleges and universities receive not only 
income which may be expended for educa 
tional purposes; they also receive funds 
which must be maintained inviolate, the in- 
come only to be expended ; they also receive 
funds which can be expended only for cer 
tain specified purposes; they operate sut- 
dry quasi-business enterprises. The finan- 
cial records, therefore, must deal not only 
with income and expenditures of varied ac- 
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tivities, but with the principal accounts 
of funds as well. The accounts of funds 
must be kept in such a way as to provide a 
separate accounting for each fund which 
is restricted as to its use. It is also neces- 
sary to record appropriations of expenda- 
ble funds made by the university or college 
authorities. These facts, together with the 
accountability imposed by various superior 
bodies, necessitate a system of accounts 
and reports peculiar to the conditions 
which apply and in such form as to ade- 


| quately set forth the results and require- 


ments of these conditions. 

A few definitions to explain the terminol- 
ogy used herein will be in order. The term 
“fund” is used by the Committee to mean 
the present principal of a sum received 
which is for the purpose of producing in- 
come, or the present balance of a sum re- 
ceived or earned which is expendable for 
general purposes or for a specified purpose. 
Accounts representing present balances of 
funds appear, therefore, on the liability or 
credit side of the balance sheet, and repre- 
sent the net assets, or difference between 
assets and liabilities, which relate to that 
fund or funds. 

The term “fund group” is used to cover 
the assets and liabilities representing a fund 
or group of funds of similar character, the 
assets of which are pooled for administra- 
tive purposes but without destroying the 
identity of individual funds. 

A first essential in college and university 
accounting is that the accounts should be 
classified in balanced fund groups, and 
this arrangement should be followed in the 
balance sheet. Only by this procedure can 
assets representing funds which may not 
be expended be kept inviolate so as to avoid 
either intentional or unintentional misap- 
plication. Only in this way can surplus 
which represents investment in permanent 
property be separated from surplus which 
is expendable, and surplus which is ex- 
pendable only for specific purposes be 
stated separately from that which is ex- 
pendable for any and all purposes. 

The fund groups which are recognized 
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as common to practically all institutions 
of higher education are: 


Current Funds 

Loan Funds 

Endowment and Other Non-Expendable 
Funds 

Plant Funds 


In the first group, called “Current 
Funds,” are included all expendable funds, 
other than funds designated for plant ex- 
tension. Funds relating to budget opera- 
tions, therefore, are included here. It is de- 
sirable to subdivide current funds into: 


a. General funds, meaning unrestricted 
funds or funds expendable for any 
institutional purpose. 

b. Restricted funds, meaning funds 
which are restricted to some particu- 
lar purpose. They include unex- 
pended income from restricted en- 
dowment and expendable gifts or 
grants for designated purposes. 


Funds of auxiliary activities (residence 
halls, etc.) may be included under either 
of these groups or shown separately de- 
pending upon the method of administra- 
tion. 

To achieve this segregation, two sepa- 
rately balanced groups are recommended. 
The advantage of this method is that the 
assets of the restricted funds, if segre- 
gated from those of the general funds, are 
kept in liquid form and are not used, in- 
tentionally or unintentionally, to finance 
inventories, receivables, etc., of the general 
funds. However, if this plan is impossible, 
as a result of the financial practice of an 
institution, the assets and liabilities re- 
spectively may be combined, provided that 
the balance in restricted or designated 
funds is shown distinct from the balance in 
general funds. 

Current Surplus represents the excess in 
value of the assets over the liabilities of 
the General Funds. It may, however, be 
subdivided so as to indicate what portion 
thereof is appropriated, what part is re- 
served to provide working capital or for 
other purposes, and what part is free and 
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available for any and all purposes. If this 
item is a debit balance, a deficit of general 
funds exists. 

Under loan funds are to be included the 
assets and principal accounts of all funds, 
the principal of which may be loaned. If 
only the income may be loaned then the 
loanable portion should be included in this 
group while the income producing portion 
should be included in the endowment group. 
The assets include cash on hand, tempo- 
rary investments of unloaned principal, and 
notes representing loans made. A reserve 
for uncollectible notes may be set up. This 
method of accounting for loan funds is the 
one recommended by the Committee, al- 
though other possible methods are sug- 
gested. 

In the endowment group may be included 
the accounts relating to all funds the prin- 
cipal of which is being used for the pur- 
pose of producing income. The funds which 
are included in this group, the balances of 
which are to appear separately, are as fol- 
lows: 

a. Endowment funds, meaning funds 
which are to be maintained perma- 
nently inviolate for the purpose of 
producing income, the income alone 
to be expended ; 

b. Other funds not specifically desig- 
nated for endowment but which have 
been assigned to endowment’ and are 
functioning in that manner as at the 
time of the report; 

c. Funds on which annuities to desig- 
nated beneficiaries are being paid 
during an agreed time. If these funds 
are separately invested, they may be 
placed in a separate balance sheet 
group. 

Endowment funds should be further 

classified as follows: 


a. Funds, the income of which is avail- 
able for general purposes; 

b. Funds, the income of which is desig- 
nated for any restricted purposes 
other than for student aid; 

ce. Funds, the income of which is desig- 
nated for student aid. 


Annuity funds should also be classified 


as to: 


a. Funds designated for endowment; 
b. Funds designated for plant ; 
ce. Funds unrestricted as to use. 


It is not intended, by grouping in this 
section several different classes of funds, 
that the identity of any funds or fund 
groups should thereby be lost nor that al] 
such funds should, under all circumstances, 
be pooled for investment purposes. The 
identity of individual funds must be main- 
tained in suitable subsidiary accounts. It 
is recognized, however, that the various 
classes of funds included in this group are 
often pooled for investment purposes, 
partly or wholly, and consequently, it is 
believed that they can best be handled asa 
single group. 

The term “plant” is used to cover the 
physical property of an institution—land, 
buildings, other improvements, and equip- 
ment—other than property not used for 
institutional work representing the invest- 
ment of income-producing funds. Under 
“plant funds” should appear all funds spe 
cifically designated or expended for use for 
additions to physical plant. 

The assets and liabilities of plant funds 
should be divided into two balanced sec 
tions. The first of these includes funds 
designated for plant extensions or for re 
placement or for amortization of plant in- 
debtedness and not yet expended or used 
for plant purposes. The assets may include 
cash and temporary investments, also any 
balances in available public appropriations 
not yet received or drawn against by the 
institution. On the liability side may ap- 
pear: 

a. Liabilities which have been incurred 
for the purpose of securing money 
for plant purposes, which money is 
still on hand (not yet expended). 

b. Balance of any depreciation funds 
for the replacement of plant, set up 
as hereinafter explained. 

c. Balance of any sinking funds for the 
amortization of plant indebtedness. 

d. Unexpended balance of plant funds. 
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If it is impracticable to account for 
plant funds separately from current 
funds, this balance may appear under 
the current funds group. Amounts 
designated or appropriated for plant 
extensions should, however, appear as 
a separate item if practicable. 


In the second section of the plant divi- 
sion should appear as assets the educa- 
tional plant of the institution, namely, all 
property used for institutional purposes. 
In the case of property purchased from 
endowment funds, the amount coming from 
endowment funds should appear as a lia- 
bility of plant funds with a corresponding 
asset under endowment funds. Under lia- 
bilities should appear all liabilities incurred 
in connection with the acquisition of prop- 
erty which is included under the assets and 
a balancing figure representing the net in- 
yestment of the institution in its plant. 

Depreciation funds, if created, should be 
represented by cash assets and included 
under unexpended plant funds as previ- 
ously described. Such depreciation funds 
will presumably be created by transfers of 
cash from current funds. A depreciation- 
reserve account, resulting merely from a 
journal entry charging net investment in 
plant and crediting reserve, is not consid- 
ered as serving any useful purpose in uni- 
versity and college accounting. As to 
whether depreciation should be entered as 
a current expense, the question is an open 
one. If it is so entered, the Committee be- 
lieves specific cash assets should be set aside 
to offset the reserve created by such an 
entry, and these assets held until the depre- 
ciation fund is applied in the proper man- 
ner. 

Institutions sometimes receive and han- 
dle funds as an agent or custodian for oth- 
ers. Examples are funds of organizations 
located at the institution and deposits of 
private funds of students. These funds are 
not institutional funds, and their receipts 
and disbursements should not be included 
with statements of the operations of the 
institution. Since the institution is respon- 
sible for them, however, their balances and 


the assets representing them should be in- 
cluded in the balance sheet. It is recom- 
mended that they be presented as a sepa- 
rate group entitled “agency funds.” 

There are occasionally funds whose ulti- 
mate use or allocation is uncertain or has 
not been determined ; also funds which may 
be used in different ways. If such funds are 
functioning as endowment at the date of a 
report, they should be included in the en- 
dowment section of the balance sheet, their 
balance being stated separately from en- 
dowment funds balance. If they are being 
held in suspense, they may be carried as 
current restricted funds. 

If money is advanced or loaned by one 
fund to another, that fact should be set 
forth in the balance sheet by showing it as 
an asset under the fund making the ad- 
vance and as a liability under the fund re- 
ceiving the advance. 

In accounting for income, it is possible 
to follow either the cash basis or the ac- 
crual basis. When the cash basis is fol- 
lowed, meaning that an item is considered 
income when it is received in cash or made 
available to the institution in a public 
treasury, cash receipts which do not in- 
crease expendable fund balances would not 
be treated as income. 

Receipts representing additions to loan 
funds, endowment funds, and funds for 
physical plant extension, should appear as 
additions to those funds and not as current 
income. The “cash” method of accounting 
for income is conservative and will avoid 
the possibility of an institution being un- 
able to meet commitments for the year due 
to lack of cash, even though those commit- 
ments are within the estimated accrued in- 
come. 

Where the accounts are kept on an ac- 
crual basis as to income, meaning that an 
item is set up as income when it becomes 
due or when a bill is rendered for it, the 
income may be accounted for on that basis. 
Under such circumstances, an allowance 
should be made for maximum losses 
through inability to collect. An institution 
to operate its accounts on an accrual basis 
must be provided with working capital suf- 
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ficient to meet its demands for cash in the 
event it is obliged to make expenditures 
during the year in anticipation of the re- 
ceipt of income not yet collected. Gifts 
which are intended to finance future opera- 
tions may be treated as deferred items and 
carried to income when expended. 

Many institutions operate enterprises of 
a business character for the service of the 
student body, and perhaps of the faculty, 
which are not directly related to the edu- 
cational work of the institution. Exam- 
ples of these activities are residence halls, 
dining halls, book stores, student hospitals 
or infirmaries. The income of these enter- 
prises must be applied for the most part 
to their operation. Only a small part, if 
any, of this income is available for use for 
educational purposes. The committee rec- 
ommends that income and expenditures 
which are not a part of the educational 
work be set up in separate groups and 
not consolidated with income from fees, 
state appropriations, endowments, and 
other sources, available in full for instruc- 
tion and research. The operations of these 
enterprises should be reported but they 
should appear distinct from strictly edu- 
cational activities. Their accounts should 
be maintained on the accrual basis. 

There are also many internal transac- 
tions which may be described as “intra- 
mural transactions.” They include trans- 
actions between separately organized serv- 
ice departments (such as central store- 
rooms, repair department, printing plant, 
etc.) and educational departments and 
transactions between educational depart- 
ments. These transactions should be han- 
died by transfer. The debits for cost of 
labor and material and the credits for 
charges made to educational departments 
should not appear as institutional income 
nor expense. They should appear as ex- 
pense only in the form of charges to educa- 
tional departments. Balances of undistrib- 
uted stocks of central storerooms or work 
in process not yet charged to educational 
departments should appear as inventories 
in the balance sheet. 

Sales of material produced by an educa- 
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tional department to another department 
of the institution, and which might have 
been sold outside the institution for cagh, 
should be treated as income of the pro 
ducing department. 

Income must first be accounted for unde 
the funds to which it relates. If it is um 
restricted, or for general use, it is carried 
to current general funds. If it is restricted 
as to use, it must be carried to a separate 
account of the proper fund under the re 
stricted fund group. For report purposes, 
all income, both general and restricted, 
should be classified as to (a) educational 
and general, (b) auxiliary enterprises, (¢) 
other non-educational income. Under each 
of these headings, classification by sourceis 
provided. The principal items included 
under “educational and general” are: 


. Student fees 

. Endowments 

. Public appropriations and tax levies 

. Gifts and grants from private sources 
including foundations 

. Sales and services of educational de 
partments 

. Other sources 


Under auxiliary enterprises and activi 
ties are included those enterprises which 
are not directly related to the educational 
activities of the institution but exist solely 
for the purpose of serving the student body 
or faculty, as already described. Recrea- 
tional activities, such as athletics and uw 
ion, are also included under this heading if 
these activities are handled through the 
university treasury. Intercollegiate athlet- 
ics should appear here unless they are an 
integral part of the Department of Physi 
cal Education. An alternate method would 
be to maintain a separate section of the 
accounts for athletic funds. 

Under “income to be used for non-edu- 
cational purposes” is included income which 
is to be applied directly toward non-edt- 
cational expenses other than auxiliary er 
terprises and activities such as: 


1. Annuities to beneficiaries of annuity 
gift funds ; 
2. Fellowships, scholarships, and other 
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student aid (not loans) when no 
service is required. 


All items of the foregoing general classi- 
fication of income are subject to further 
analysis as local needs may dictate. 

Expenditures should be accounted for 
and reported on such a basis as to take 
into the accounts all approved bills for ma- 
terial received and services rendered during 
the period covered. If any such bills re- 
main unpaid at the date of the report, they 
should in any event be entered as expenses 
and set up as accounts payable in the bal- 
ance sheet, even though the business is or- 
dinarily handled on a cash basis. Payment 
of loans, purchase of investments, purchase 
of materials for general storerooms 
charged to inventory accounts of those 
storerooms, and labor and _ material 
charged to work in process accounts, 
should not be included as expenditures. 
Every effort should be made to avoid stat- 
ing a surplus which is in any way repre- 
sented by items which will not to a cer- 
tainty be realized in cash within a rea- 
sonable time, or which does not allow for 
all expenses properly chargeable to the 
period which has just passed. 

Expenditures must also be accounted for 
under the funds from which they are made. 
Expenditures of all funds should then be 
classified under three major headings simi- 
lar to income. Expenditures for educa- 
tional and general purposes are then classi- 
fied as to function as follows: 


1. General administration and expense 

2. Resident instruction and department- 
al research 

. Organized research 

. Extension 

. Libraries 

. Operation and maintenance of physi- 
cal plant and general services 


Under auxiliary enterprises and activi- 
ties should be included gross expenditures 
of such enterprises, including share of 
physical plant or other general expense 
when so distributed. 

_ Under other non-educational expenses 
include expenditures from current funds on 
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account of items which do not relate to the 
educational work of the institution, such as 
Annuities 
Interest on loans 
Financial campaign 
Fellowships, scholarships, student aid, 
and prizes 


All of these more or less general headings 
of expenditures are to be further broken 
down into colleges, departments, divisions, 
and activities to meet local budget condi- 
tions. The accounts and reports should re- 
veal readily at least the total expendi- 
tures of each single unit of administration. 

All funds received or made available to 
the institution which are specifically for 
the purpose of the purchase of land, new 
buildings, additions to existing buildings, 
improvements other than buildings, or ini- 
tial equipment should be accounted for 
under plant funds. Under this head will be 
included specific appropriations or gifts or 
other receipts from public appropriations 
and tax levies; gifts and grants from pri- 
vate sources; or earnings and profit on 
investment of plant funds which are cred- 
ited to those funds. Sums borrowed to 
cover plant expenditures and loans against 
plant paid from plant funds during the 
year, are also accounted for here. 

In accounting for changes in plant in- 
vestment during the year, included as ad- 
ditions are expenditures for plant addi- 
tions from all sources during the year. 
Gifts of property for educational purposes 
should be so entered. This would include 
gifts of money with which to purchase 
plant or property or gifts of equipment. 
Plant assets purchased from current funds 
should first be charged to current funds, 
and then transferred to the plant section 
by journal entries prepared annually or at 
more frequent intervals. 

Plant items should be carried in the ac- 
counts at cost until disposed of. If any 
other basis of valuation is used, that fact 
should be noted on the balance sheet. Valu- 
ation of plant assets discarded or disposed 
of should be removed from the plant asset 
accounts and from “net investment in 
plant” account. When plant assets ac- 
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quired from specific gifts for plant pur- 
poses are disposed of, any proceeds should 
be accounted for under plant funds in the 
same manner as the original gift. 

A further classification of expenditures 
by “object” is provided. The analysis is 
first made as to “expense” and “capital 
outlay.” The next step is to subdivide “ex- 
pense” into “personal service” and “ma- 
terials, supplies, and contractual service” 
and to subdivide “capital outlay” into 
“equipment” and “lands, buildings, and 
land improvements.” Further analysis may 
then be made along the lines indicated in 
the schedule. A still further classification 
beyond that indicated in the schedule may 
be made in any case. This classification has 
been coded in accordance with the decimal 
system so that the code can be conveniently 
applied if any institution wishes to do so. 

Classification of expenditures by object 
is primarily for local use and for budget 
purposes and for the purpose of meeting 
state and Federal requirements. The sched- 
ule includes a classification for each item 
required by all Federal agencies. The use 
of the information provided by this classi- 
fication in published reports is optional and 
the material may be omitted or may be em- 
ployed to any degree considered desirable 
in individual cases. 

The proposals described herein are de- 
tailed in a report of the Committee issued 
last July in its first printed edition, en- 
titled “Suggested Forms for Financial Re- 
ports of Colleges and Universities,” which 
is available without cost to all interested 
persons. In this bulletin, terms are defined 
and explanation of recommended proce- 
dure presented. There are then exhibited 
suggested forms for published reports of 
these institutions, with illustrative figures ; 
also reports of certain institutions set up 
in accordance with the Committee recom- 
mendations. The report is worthy of study 
by all accountants and teachers who are 
interested either directly or indirectly in 
this subject. Its application is not limited 
to educational institutions, but is valuable 
in connection with the accounts of all non- 
profit enterprises. 


This bulletin is not published with the 
thought that it is perfect nor that it is the 
final word on the subject. The materia] 
which it contains represents the composite, 
and in most respects, the unanimous opin- 
ion of the many people who have partiei- 
pated in its preparation. It is presented in 
the hope that it will be given fair consid 
eration and trial, to the end that, through 
constructive criticism based on use, fur 
ther improvement may be made as may be 
found to be required. Revised editions of 
the bulletin will be published from time to 
time as conditions may indicate this to be 
desirable. To this end, comments, queries, 
and criticisms from all sources are invited, 

The aim of the Committee is to set up 
fundamental principles rather than to 
standardize details. Its work is codpera- 
tive and not mandatory. 

The material published by the Commit- 
tee to date relates mainly to the classifica- 
tion of incomes and expenditures and as- 
sets and liabilities with particular refer- 
ence to published financial reports. Addi- 
tional accounts of a fiscal character, of 
course, are necessary to properly control 
budget operations in a college or univer- 
sity. These accounts, in the judgment of 
the writer, should be incorporated in the 
regular accounts of the institution and 
made a part of the general ledger control. 

Institutions of higher education have 
often been criticized for the lack of com 
pleteness and thoroughness in their sys 
tems of accounting and business procedure. 
State and Federal interference in such mat- 
ters has been common and personal opin- 
ions of accountants and officers have often 
had a strong influence on the system 
adopted. Many of the ideas coming out of 
these channels have not been based on sound 
principles and have given inadequate re- 
sults. The work of this Committee is 
probably the most thorough and in many 
ways the most competent approach that 
has been made to this problem. It merits 
the serious attention of educators and ac- 
countants, and if it may have this interest, 
the cause of both education and account- 
ancy will be materially benefited. 
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PROFITS AND SURPLUS AVAILABLE 
FOR DIVIDENDS 


Perry Mason 


HEN an accountant first begins to 
W read the legal literature on the sub- 

ject of corporate dividends, he is 
apt to arrive at the conclusion that some 
judges are entirely unaware of some of the 
most elementary accounting concepts. He 
finds, for instance, such statements as 
these: “The term ‘profits,’ out of which 
dividends alone can properly be declared, 
denotes what remains after defraying every 
expense including loans falling due, as well 
as interest on such loans.’” “It is not neces- 
sary for a railroad or other corporation to 
use its profits to pay its funded or bonded 
debt instead of using those profits for a 
dividend.”*® “A railroad corporation may 
purchase all the stock of another railroad 
out of surplus... .”” 

A more complete survey of legal opinion 
on the subject, however, indicates that 
while certain judges may be incompletely 
trained in the theory of accounts, there are 
few instances in which a clearly presented 
problem, upon the solution of which ac- 
countants themselves could agree, would be 
decided in a way which would violate the 
accounting principles involved in the case. 
Many of the apparently meaningless and 
erroneous statements are merely dicta, and 
much of the difficulty is due to a -misuse 
of accounting terms rather than a confu- 
sion of ideas. Nevertheless, in order to 
avoid ambiguity and misunderstanding, it 
must be clearly understood that the terms 
“profit” and “surplus” do not refer to a 
fund of available cash waiting to be spent, 
that there is no relationship between prof- 
its or surplus and any particular asset so 
that an overdraft at the bank and the 
existence of a large surplus are not incom- 
patible, that profits are usually “invested” 


i” etc. R. Co. v. Tennessee, 158 U.S. 486 
). 

*Cook on Corporations, 8th ed., sec. 546. 
"Union, etc. Trust Co. v. Taintor, 85 Conn. 452. 


before they are even determined, that sur- 
plus cannot be reduced by paying debts 
or purchasing assets, or, in other words, 
that profits and surplus are merely terms 
which refer to the excess of assets in gen- 
eral over the sum of the formal capital 
stock and the liabilities to outside creditors. 

Before attempting to discuss the legal 
opinions in regard to profits and surplus 
available for dividends the question may 
well be asked, why should there be any con- 
trol over corporate dividends? One of the 
best answers is that in order to make the 
corporate form of business organization 
as useful a social instrument as possible 
the creditors and stockholders shouid have 
the protection afforded by such control. 
The creditor is concerned about his margin 
of safety; having no recourse to other than 
corporate assets, he must be assured that 
at least the stockholders will not withdraw 
their investment leaving him all of the risks 
of the business. The individual stockholder 
should know the nature of any distribu- 
tions made to him and should be able to 
prevent excessive withdrawals of funds 
which ought to be used for the ordinary 
conduct of the business. Some control is 
obviously necessary if the corporate form 
is to provide effectively for the investment 
of capital and the extension of credit. 

It does not necessarily follow, however, 
that the distributions to stockholders 
should be based solely upon profits or sur- 
plus. It would be unreasonable to insist 
that the investment of the stockholders 
could not be reduced as long as there were 
any unpaid liabilities. The real security of 
the creditor is more apt to be the success- 
ful operation of the corporation than the 
sale value of the assets of the company. It 
might be to the best interests of both the 
creditors and the stockholders to reduce the 
capital stock of the corporation, or to 
maintain a regular dividend policy even 
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though it could only be accomplished by 
the accumulation of a temporary deficit. 
From the standpoint of the stockholder 
there is really but one question to be an- 
swered: can the stockholders use the avail- 
able cash of the corporation to better ad- 
vantage as individuals than they can in the 
operations of the company? But a rule 
of law must be applied to all cases without 
discrimination ; it cannot take into account 
all of the peculiarities of each situation; it 
should be a rule which in its interpretation 
and application will in most instances bring 
about an equitable relationship among 
everyone concerned; and it should inter- 
fere as little as possible with the internal 
management of the corporation to which it 
is applied. It is not surprising that the 
existence of profits or of a surplus has 
been made the basis of dividend declara- 
tions. It is a common conception that the 
owners of a business invest a certain 
amount of funds and expect to receive an 
income from their investment. If the finan- 
cial plan and the physical plant remain 
constant, and if a business earns a net prof- 
it, its assets will be in such shape that it 
can readily finance a dividend. The credi- 
tors are at least able to assume that the 
investment of the stockholders will not in- 
tentionally be reduced below a certain fig- 
ure, although they are not in any sense 
guaranteed this amount nor are they as- 
sured that their relative shares in the total 
financial risks will not be changed. Unfor- 
tunately, the determination of the amount 
of profits or surplus of a particular cor- 
poration is not an easy task. Primarily an 
accounting problem, even accountants have 
not been able to agree upon the proper 
treatment of a good many factors which 
enter into the calculation. 

It is difficult to state definitely what “the 
law” is in regard to almost any matter re- 
lating to corporations, since there is con- 
siderable lack of uniformity among the 
various state corporation acts and among 
the interpretations of those acts as made 
by the courts, but I shall try to indicate 
what I believe to be the predominant legal 
opinion in regard to some of the more im- 


portant phases of the problem of determin. 
ing the profits and surplus available for 
dividends, and to discuss the validity of 
these opinions from the standpoint of ae. 
counting theory and practice. 

The general rule-—Cook* gives the gen- 
eral rule as follows: “As against the dissent 
of stockholders or creditors, a dividend can 
lawfully be made only out of profits. The 
payment of it must leave the capital stock 
of the company intact and unimpaired, or 
the dividend itself will, if objected to, be 
held illegal.” This identity of profits and 
lack of capital impairment is also indicated 
by such statements as these: “The rule of 
law that requires corporations to preserve 
their capital intact is alone sufficient to 
prevent the corporation from paying div- 
dends except out of profits.” “. . . divi 
dends can be declared and paid out of net 
profits only, or conversely stated, when the 
payment thereof does not impair the capi 
tal stock of the corporation.’”” In some 
states the payment of dividends out of capi- 
tal has been definitely forbidden by statute 
instead of being dependent upon the ob 
jection of a creditor or stockholder for its 
illegality. It is safe to say that there is 
no generally accepted definition of profits. 
An English judge described the situation 
concisely but accurately when he said: 
“There is no single definition of the word 
‘profits’ which will fit all cases.”” 


Objections have been raised to the ident § 


fication of profits and the lack of capital 
impairment, or profits and surplus.’ The 
point is that there are various sources of 
profits and surplus—regular operating m- 
come, regular income from outside or sup 
plementary sources which is sometimes 
called non-operating income, unusual gains 
such as gifts, refunds of taxes, damages 
awarded in law suits, profit from the sale 
of investments or fixed assets, and the pro 


*Cook on Corporations, 8th ed., sec. 546. 

5 Thompson on Corporations, 38rd ed., sec, 5290. 

*14 C. J. 799, sec. 1209. 

7 Bond v. Barrow, etc. Co., 1 Ch. 353 (1902). 

®*See “Theory of Anglo-American Di 
Law: Surplus and Profits,” by J. L. Weiner and 
J. C. Bonbright, Columbia Law Review, M 
1980. 
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ceeds of life insurance policies, increases in 
the value of assets without a sale, con- 
tributions of stockholders, and so on. All 
profits result in an increase in surplus but 
not all increases in surplus would ordi- 
narily be called profits. The real difficulty is 
that the general terms used in the statutes 
do not usually indicate just what kinds of 
surplus are intended to be used for divi- 
dends, or what kinds, if any, are not avail- 
able. As a result the courts have had a 
needlessly difficult task in attempting to 
apply the statutes to specific cases. 

Appreciation.—It is usually held that 
an advance in the value of corporate prop- 
erty which has not been “realized” by a 
sale of the property is not a profit which 
is available for a cash dividend, but some of 
the methods indicated for computing prof- 
its and surplus would automatically in- 
volve the taking of appreciation. For in- 
stance, “what remains after deducting 
from the present value of all the assets of 
a corporation the amount of all liabilities, 
including the capital stock . . .”” would 
seem to reflect all price changes in the term 
“present value.” 

The prohibition of dividends out of ap- 
preciation surplus which does not repre- 
sent a realization by sale conforms to con- 
servative business practice and would un- 
doubtedly meet with the approval of most 
accountants. If the law were otherwise, in- 
discriminate writing up of asset values 
might easily result, together with endless 
litigation instituted by creditors in order 
to prove that the asset values so set up 
were illegitimate. If, however, the increase 
in value can be established, especially if it 
is due to relatively stable factors such as 
natural physical increase of the asset, or 
relatively permanent environmental fac- 
tors, and if the board of directors decides 
that this is the most effective way to use 
the funds of the corporation, it strikes me 
as an unwarrantable interference with the 
internal management of the corporation to 
insist that no dividend can be paid. It is 
of course true that the mere making of a 
book entry would not provide funds which 


°14C. J. 802, sec. 1215. 
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could be used for any purpose, but if the 
increase in value has really occurred, 
money could undoubtedly be borrowed on 
the basis of this increase in value so that 
the funds would be available. To say that 
the values may go down again and the posi- 
tion of the creditors thereby be jeopardized 
is merely to illustrate the fact that the 
creditor is never guaranteed that his rela- 
tive position will be maintained. The situa- 
tion is no different than if the corporation 
sold the property which has appreciated in 
value, invested the amount of its original 
cost in another similar asset, borrowing the 
difference so as to acquire the same quan- 
tity as before, and distributed the “real- 
ized” profit as a cash dividend, which would 
usually be considered perfectly legal. The 
creditor would be in no different position 
than one who extended credit to a firm 
which had bought the asset at its higher 
value. The payment of a stock dividend 
out of appreciation surplus has often been 
approved and yet the result is no different 
than if the corporation sold stock to its 
present stockholders for cash and then re- 
turned the cash to them, making a corre- 
sponding decrease in the appreciation sur- 
plus. 

Incidentally, as has been said before, 
there is a good deal of legal precedent for 
the indirect recognition of surplus from 
appreciation in that frequently the so- 
called “inventory” method is specified in ar- 
riving at the value of the assets which are 
compared with the amount of the liabilities 
and capital stock to see whether there is 
an excess available for dividends. There 
also have been some cases in which the rec- 
ognition of changes in values of current 
assets such as merchandise has been ap- 
proved as a basis for dividends.” 

I suggest that if a feasible plan could 
be devised whereby a corporation could 
have an appraisal of its property legally 
established and recognized, that no objec- 
tion should be made to the subsequent de- 
claration of dividends out of the apprecia- 


“Theory of Anglo-American Dividend Law: 
Surplus and Profits,” by J. L. Weiner and J. C. 
Bonbright, Columbia Law Review, No. 1980. 
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tion surplus which resulted from booking 
the appraised values. 

Depreciation.—It is practically always 
true in this country that a deduction must 
be made to cover wear and tear on a physi- 
cal plant which has not been made good by 
repairs, but it cannot be stated definitely 
that the courts are committed to a policy 
of requiring an allowance for full accrued 
depreciation based upon expired service 
life. 

If dividends are to be based upon profits, 
a deduction for depreciation should cer- 
tainly be made since depreciation is essen- 
tially nothing more than a service charge 
made to the operations of each accounting 
period for the use of the buildings and 
equipment. As for the effect upon the other 
assets of the business, it is true that if we 
can assume a period of operations without 
a deficit there will be accumulated in the 
business new assets equal in amount to the 
depreciation charged off, and, if the enter- 
prise is a “seasoned” venture with a large 
number of units of equipment of varying 
ages, it is quite likely that this accumula- 
tion of new assets would be larger than 
necessary to finance current replacements 
of worn-out property and that as a result 
a considerable disbursement might be made 
to stockholders without adversely affecting 
the operations of the business or the posi- 
tion of creditors or stockholders. But all of 
this has nothing to do with the proper de- 
termination of periodic expense and net 
profits, and, again, no rule of law can hope 
to cover all of the possible variations in 
individual enterprises. It seems entirely 
proper that a reasonable deduction for de- 
preciation should be required before a peri- 
odic profit available for dividends is de- 
termined, and there are few corporations 
that could not use to good advantage what- 
ever additional assets might be retained in 
the business as a result. 

Depletion.—The courts in this country, 
following a series of English cases, have 
generally held that it is not necessary for 
a company holding “wasting” assets to 
make a deduction for the physical exhaus- 
tion of its property in arriving at the prof- 


its available for dividends. This doctrine 
has been applied to such property as mines, 
oil wells, quarries, leases, and patents. 

This treatment of depletion is open to 
serious question. The argument usually ad- 
vanced in favor of the omission of a charge 
for depletion is that otherwise the corpora- 
tion would have to assume the functions of 
an investment company and that the funds 
can be handled to much better advantage 
if returned to the stockholders. If we can 
again assume operations without a deficit 
and if a company is organized merely to ex- 
ploit a given piece of property, such as 
a tract of timber or an ore deposit, the 
argument has a certain degree of validity, 
but it does not follow that the only solu- 
tion is to omit depletion as an operating 
cost. 

One of the most serious objections to 
the omission of depletion is that the stock- 
holder receives what he believes to be a 
distribution of earnings but eventually he 
finds that it has also been a return of his 
capital investment. Of course it might be 
said that a stockholder in such a corpora- 
tion should expect to get his capital back 
in this way, but at least the corporation 
should be required to attempt to indicate to 
him how much of the dividend represents a 
return of capital and how much is a dis- 
tribution of estimated earnings. 

There is also no question but that divi- 
dends declared from profits which have been 
determined without an allowance for de 
pletion may result in an impairment of 
capital which will affect adversely the posi- 
tion of creditors of the corporation. The 
effect of such dividends is to redeem the 
common stock but to still leave it full con- 
trol over the affairs of the corporation. 

Some real doubt may be raised as to the 
existence of a well established precedent for 
the omission of depletion. In Lambert v. 
Neuchatel Asphalte Company” in 1882, 
no creditors’ rights were involved. In the 
most prominent English case, Lee v. New- 
chatel Asphalte Company” in 1889, the 
partly exhausted mines at the time of the 


"51 L. J. (Ch.) 882. 
"1. R. 41, Ch. D. 1. 
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litigation were more valuable than at the 
time the company was formed, so that there 
was no real impairment of the capital. In 
Bond v. Barrow™ in 1902, the court in- 
dicated that the doctrine should not be 
applied to every case of wasting assets 
without discrimination. The extension of 
the doctrine to such assets as leases and 
patents and the general discussion in the 
cases seem to indicate that the real criteri- 
on used by the courts was the fact that the 
specific assets involved were not to be re- 
placed. As a matter of fact, the most ele- 
mentary concept of profits, getting back 
more out of an investment than was put in, 
is not in the least affected by the necessity 
or lack of necessity of replacing the assets 
of the company. The principal purpose of 
charging off depletion or depreciation is to 
get a proper cost of production or opera- 
tion, not to provide for replacements. 

In my opinion an estimate of the deple- 
tion or expiration should be required and 
if as a result liquid funds should be ac- 
cumulated beyond the operating require- 
ments of the company, the capital stock 
should be reduced regularly according to 
the methods prescribed in the charter of 
the corporation rather than irregularly by 
misleading dividends. 

Presence of deficit from prior years.— 
It has been called a “well established com- 
mon law doctrine’’** that a dividend may be 
declared out of the profits of any given 
year even though there exists a deficit aris- 
ing from losses of capital in previous years. 
In this country, however, the tendency has 
been for the courts and legislatures to in- 
sist that assets be on hand equal in value 
to the capital stock and liabilities before 
dividends can be declared, that dividends 
can only be declared out of “surplus prof- 
its” instead of out of either “surplus” or 
“profits.” 

To insist that past deficits must be made 
up before dividends are declared is prob- 
ably the only way in which adequate pro- 
tection can be given to creditors. Other 


“Bond v. Barrow Haematite Steel Co., 1 Ch. 


“Cook on Corporations, 8th ed., sec. 546. 
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appropriate legal remedies, which usually 
involve a capital reorganization, are avail- 
able in order to create an equitable ad- 
justment in those situations in which an 
extraordinary loss of fixed capital has oc- 
curred without any immediate constriction 
of current funds which could be used for 
the payment of dividends to stockholders. 

Dividends out of past earnings.—Divi- 
dends may ordinarily be paid out of ac- 
cumulated surplus, even though there are 
no profits in the year of declaration. 

Dividends out of contributed capital sur- 
plus.—It is usually held that dividends 
may be declared out of premium on capital 
stock in the absence of a statutory pro- 
vision to the contrary. The use of no-par 
stock has brought about a situation in 
which the amount received from the sale of 
stock has been arbitrarily divided between 
capital stock and surplus and dividends 
have been paid out of this contributed sur- 
plus before any earnings from ordinary 
operations have appeared. Apparently this 
practice is legal unless prohibited by stat- 
ute. 

There is no doubt that through the use 
of no-par stock some corporations have 
been able to evade the rule that dividends 
cannot be paid out of capital. The most 
objectionable feature of the situation is 
not the return of money to the stockholders 
but its return under what almost amounts 
to false pretenses; that is, there has been 
no indication to the stockholder at the time 
he receives his dividend that it is not a dis- 
tribution of earnings. The situation could 
therefore be improved by the requirement 
that adequate information be given to the 
stockholder as to the source of the divi- 
dend, but perhaps the whole matter of 
dividends out of contributed premium or 
surplus is open to question. Some real dif- 
ference seems to be implied between the 
capital which is called “capital stock” and 
that which is called “premium on capital 
stock.” As a matter of fact, it is only when 
considered together that they have any 
definite significance; then they represent 
the actual valuation which has been placed 
upon the assets contributed to the corpora- 
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tion by the stockholders, and a dividend 
out of premium on stock is just as much a 
dividend out of capital as any dividend 
could be. 

It should be recognized, however, that at 
least one type of premium should be given 
special consideration—that which is paid 
in connection with an additional issue of 
shares of stock after a corporation has 
peen in existence for some time and has 
built up a surplus from operations. In this 
case the premium may be simply a method 
of equalizing the position of old and new 
stockholders and the premium might be 
considered an advance payment for divi- 
dends to be declared and would be just as 
legitimate a source of dividends as the ac- 
cumulated surplus. 

In the case of premium contributed at 
the time of organization, and especially in 
the case of the arbitrary allocation made 
possible by the use of no-par stock, I see 
no reason why a dividend from this source 
should not be considered as an impairment 
of capital and therefore prohibited. 

Accruals.—The courts have not as a 
rule recognized the necessity of accruing 
either income or expense in determining 
profits. It has been held that a savings 
bank could not include as an asset accrued 
interest not actually collected regardless of 
the certainty of collection.** It has also 
been held that premiums on loans made by a 
building and loan association were not 
earned until the loans were paid.*® Pre- 
miums received from bond sales may be 
treated as profit available for dividends.** 

The courts have been slow to adopt the 
accounting and mathematical concepts of 
accruals of interest, the amortization of 
discount and premium on bonds, and other 
such items. For instance, in the adminis- 
tration of estates the courts have usually 
supported the amortization of premium on 
bonds acquired by the trustee but have 


* People v. San Francisco Savings Union, 72 Cal. 
199. 

** Marks v. Monroe Co. Permanent Savings, etc., 
Assoc., 22 NYS 589. 
™14 C. J. 806, sec. 1221. 
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seldom upheld the accumulation of dig 
count. I should not expect this attitude of 
the courts to be maintained if the matte 
were clearly presented in a case involving 
no other major issue. 

Borrowing money to pay dividends.—]t 
is generally said that a corporation has no 
power to borrow money with which to pay 
a dividend, but such a transaction is or 
dinarily approved if the corporation has 
“used its surplus assets to make improve 
ments for which it might have borrowed 
money.””* Certainly there should be no ob 
jection to loans for dividend purposes if 
the surplus is actually present, for no 
properly managed business will keep large 
amounts of uninvested cash on hand. 

Conclustons.—The law relating to div- 
dends is far from settled. In attempting to 
arrive at equitable solutions of particular 
cases the courts have established some un- 
fortunate precedents. There has been a 
good deal of uncertainty as to whether the 
capital which is to be left unimpaired is 
physical capital goods or a fund of value. 
The limitation of dividendto profits and 
surplus is purely an arbitrary restriction 
but it seems to be as reasonable a method 
as could be adopted for general applica- 
tion. Attempts should be made to apply 
the law with a high degree of consistency 
and to make it conform to the accepted 
practices of American accounting and 
business. More comprehensive information 
should be made available to stockholders. 
It should be made reasonably easy and in 
expensive for a corporation to reduce the 
amount of its capital stock if it accumt 
lates funds that it does not need in the 
conduct of its business, providing, of 
course, that adequate protection has been 
given to creditors. It should also be met 
tioned that preferred stockholders are af- 
fected in very much the same way as credi- 
tors by dividends to common stockholders, 
and that their position should also be given 
consideration in judging the effects of any 
proposed dividend legislation. 


C. J. 806, sec. 1228. 
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THE ACCOUNTING EXCHANGE 


Grapine C.P.A. Papers 


It may be of interest to accounting in- 
structors, possibly also to C.P.A. candi- 
dates, especially the unsuccessful ones, to 
examine a recent C.P.A. problem and its 
solution, together with a few statistics and 
comments regarding the methods by which 
the problem was answered. 

The problem’ is first stated. 


PROBLEM 


Following is a trial balance at December 
81, 1930, of the Mitchell-Bryan Construction 
Company which was incorporated in 1980. 
The trial balance, prepared by the book- 
keeper, does not balance by $100, and you 
have been asked whether the cause of the dif- 
ference can be located by an inspection of 
the trial balance. The only items known to 
be correct are the cash balances shown to be 
in the bank and in the working fund. 

Analyze the trial balance, showing the 
sources of the postings in each account, and 
point out the various possible explanations of 
the error. 


Account Debit Credit 

Cash in bank ........ $ 627,980.18 $ 438,889.54 
Working fund ...... 25,286.44 23,698.85 
Accounts receivable .. 468,801.05 252,730.18 
Marketable security .. 50,000.00 
Work in process .... 418,577.88 298,471.80 
Trucks, tools and im- 

31,687.25 
Reserve for deprecia- 

tion on trucks, etc. . 13,468.72 
10,000.00 75,000.00 
Accounts payable ... 353,503.10 463,165.32 
Deferred billing on 

work in process ... 48,962.28 132,476.40 
Capital stock ........ 800,000.00 
Interest received .... 250.00 
385,286.93 
Cost of sales ........ 293,471.80 
Administrative ex- 

39,897.57 


One hour was suggested to the examinee 
as the proper time for this problem; 40 
points, out of a total of 100 for five hours’ 


*Taken from Illinois C.P.A. examination for 
May, 19381. 


work, was allotted to it. Because it in- 
volved some originality on the part of the 
candidate, the allotment of points was dou- 
ble that which ordinarily would have been 
given. 

It will be observed that the problem calls 
for two things: (a) an analysis of the 
sources of postings to each account, and 
(b) a list of possible causes of the error. 
The model answer follows: 


(a) Analysis of sources of postings: 


Cash in bank 
( 1) $800,000.00 ( 5) $858,503.10 
( 2) 250.00 ( 6) 50,000.00 
( 8) 75,000.00 ( 7) 25,286.44 
( 4) 252,780.18 ( 8) 10,000.00 
(20) 100.00 
$627 ,980.18 $488,889.54 


Working fund 
(7) $ 25,286.44 (18) 


Accounts receivable 


$ 28,698.35 


( 9) $182,476.40 ( 4) $252,780.18 
(11) 886,824.65 
$468,801.05 


Marketable security 
( 6) $ 50,000.00 
Supplies 
(12) $ 88,965.02 (18) $ 28,745.88 


Work in process 


(18) $ 28,745.33 (16) $293,471.80 
(14) 18,468.72 
(15) 876,363.83 


$418,577.88 
Equipment 
(17) $ 81,687.25 
Reserve for depreciation—Equipment 
(14) $ 18,468.72 
Bank loan 
( 8) $ 10,000.00 ( 8) $ 75,000.00 
Accounts payable 


( 5) $858,503.10 (12) $ 38,965.02 
(20) 100.00 (15) 876,868.88 
(17) 31,637.25 

(19) 16,199.22 

$353,603.10 $463,165.82 
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Bills on work in process 
(10) §$ 48,962.28 ( 9) $182,476.40 
Capital stock 


( 1) $800,000.00 
Interest received 
(2) $ 2650.00 
Sales 
(10) $ 48,962.28 
(11) 336,324.65 


$385,286.98 
Cost of sales 


(16) $298,471.80 
Administrative expense 


(18) $ 28,698.35 
(19) 16,199.22 


$ 39,897.57 


Explanation of Postings 

1) Sale of capital stock for cash 

2) Interest received 

3) Bank loan 

4) Accounts receivable collected 

Payment of accounts payable 

6) Purchase of marketable security 

7) Cash in bank transferred to working 

funds 

8) Payment of bank loan 

9) Bills rendered on work in process 

(10) Completed jobs transferred to sales 

(11) Other sales 

(12) Supplies purchased 

(13) Supplies transferred to work in process 

(14) Depreciation charged to work in process 

(15) Accounts payable on work in process 

(16) Cost of completed jobs transferred to 
cost of sales 

(17) Movable equipment purchased on ac- 
count 

(18) Administrative 
working fund 

(19) Administrative expenses purchased on 
account 

(20) Credit to cash in bank chargeable to ac- 
counts payable 


(b) Causes of the error: 


Since the balance in the bank is said to be 
correct, one of the debit postings from the 
cash disbursements record must have been in- 
correct. The cash balance in the working fund 
is also correct; therefore the credit posting 
of $25,286.44 to cash in bank would seem to 


LON 


expenses paid from 


be without question. It is highly improbable 
that any error had been made in the items of 
$10,000.00 and $50,000.00 covering the pay- 
ment of a bank loan and the purchase of 
marketable securities. The only likely source 
of error remaining is in the charge to ae 
counts payable, which probably should, 
therefore, have been $353,608.10 instead of 
$353,503.10. 

The $100.00 error might be due to any one 
of the following errors: 

1. Incorrect posting, from the check record 

to the accounts-payable account. 

2. Short footing of $100.00 in the accounts- 
payable column in the check record, 
which would have been detected upon the 
crossfooting of the book of original en- 
try. 

8. Incorrect extension of a check in the 
check record. Example: $500.00 check 
entered for that amount in the check- 
issued column but entered for only 
$400.00 in the accounts-payable column, 

4. Check for $100.00 not extended in the 
accounts-payable column in the check 
record. 

In the C.P.A. examination in which this 
problem was given there were 296 candi- 
dates; 108 received a grade of zero or its 
equivalent ; 68 made no attempt to explain 
or account for the error, 4 ascertained the 
cause of the error (apparently on scratch 
paper) but submitted no analysis of the 
trial balance, 77 attempted to make trial- 
balance analyses and to explain the error, 
but failed to do both correctly, while only 
39 received a passing grade of 30 or bet- 
ter. The average grade was 14.6, or 86 
per cent, as compared with a mean range 
of 40-60 per cent per practical problem 
over a three-year period. 

Grades were determined on the basis of 
the following scale of points (average 
points earned per candidate are also 
shown) : 


Average 
Points points 
allotted earned 
“Analyze trial balance, showing 
sources of postings”: 
Ability to make such analysis .... 8 8.68 
Method of indicating “sources of 
Succinctness of analysis .......... 5 2.40 
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“Point on the various possible ex- 


planation” : 
Localization of point of error .... 10 3.41 
Explanation of cause— 
Posting to accounts payable .... 8 1.00 
Short debit footing of accounts 
payable 8 48 
Other reasonable cause or 
Totals 40 14.60 


A problem of this type calls for no high 
degree of analytical ability nor for any 
profound unfolding of accounting and fi- 
nancial principles. It does, however, de- 
mand a knowledge of the meaning of a sim- 
ple chart of accounts and offers a test of 
the candidate’s ability to disclose the ori- 
gins of a group of related figures. It is 
possible that some may conclude the rea- 
soning required by this problem of a some- 
what elementary nature; if so, let the 
problem be given to any representative 
group of third-year accounting students, 
and note the results. Very few candidates 
were able to visualize the bookkeeper’s 
problem sufficiently to indicate more than 
one source of error. A large majority were 
content to dismiss the cause merely as an 
error in posting and to mention no other 
causes, notwithstanding that the problem 
calls for “the various possible explana- 
tions” of the difference in trial-balance to- 
tals. E. L. 


PREMATURE RETIREMENT OF Bonps 
OvuTsTANDING—ADJUSTMENT OF 
UNAMoRTIZED Bonp 
EXPENSE 
Not infrequently outstanding bonds are 
purchased by the issuing corporation either 
with the object of retiring them or resell- 
ing them at a later date when in need of 
funds. The practice of holding them for 
resale may be followed even when other ob- 
ligations exist, e.g., bank loans and notes 
payable, the obvious purpose being not 
merely to decrease interest expense but also 
to provide a ready source of funds without 
having to face the often difficult task of 

making an independent loan. 
Because his client may look upon treas- 
ury bonds as an investment, an accountant 


is apt to neglect the adjustment of un- 
amortized bond expense, and thus, in this 
respect, to regard the treasury bonds as 
outstanding. In so doing he subjects him- 
self to criticism because of his fallacious 
reasoning—inspired possibly in part by 
the difficulties of such an adjustment. No 
business enterprise can owe money to itself. 
If the bonds are resold at a later date an 
entirely independent transaction has been 
consummated, not directly related to the 
remainder of the bond issue. Any premium 
or discount, including selling expense aris- 
ing from the resale, should be amortized 
over the years during which the bonds will 
be outstanding. The unamortized portion 
may, of course, be combined on the books 
and on the balance sheet with the unamor- 
tized expense of the original issue, but 
separate amortization computations must 
be made. 

An example of the adjustment required 
upon the premature repurchase of out- 
standing bonds will illustrate the princi- 
ple involved. A bond issue for $100,000 
was floated by a corporation on May 15, 
1926. According to the provisions of the 
trust agreement, $2500 is to be retired 
on each interest date for a period of five 
years commencing one year from the date 
of issue; thereafter $4000 on each inter- 
est date until May 15, 1988, when the bal- 
ance of $27,000 matures. The expense of 
the issue, $5145.82, is to be amortized over 
the twelve-year period on the calendar- 
year straight-line basis. 

On December 31, 1981, bonds totaling 
$8,100 were purchased by the company at 
par plus accrued interest, with maturity 
dates as follows: 


Serial number Date due Amount 
C5 May 15, 1938 $ 100 
D15-16 May 15, 19383 1,000 
M27-28-29 May 15, 1933 8,000 
M80 Nov. 15, 1988 1,000 
M86-37-38 Nov. 15, 1984 8,000 

Total $8,100 


In order to determine the amount of un- 
amortized bond discount applicable to 
these ten bonds, the number of remaining 
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“dollar-periods” corresponding to the cal- 
endar-year periods in the schedule must 
first be ascertained. 


Number Due date 
D15-16; M27-28-29 5/15/88 
M80 11/15/83 
M36-37-38 11/15/84 
C5 5/15/38 


Total dollar-periods 


The significance of the bond expense per 
“dollar-period” should be understood. By 
multiplying the par value of the bonds out- 
standing during any period by this 
amount, the bond expense applicable to the 
period is determined. Thus, the bond ex- 
pense per six-months’ period for each one 
thousand dollars’ worth of bonds out- 
standing during that period is 1,000x 
.00811748, or $8.11748. Applying this 
cost to the unexpired “dollar-periods” 
above, $33,275, we find that .00811748 x 
$83,275 = $103.78, which is the amount 
of additional expense to be written off at 
December 31, 1981, as a result of reac- 
quiring the bonds. 

If another column be added to the cus- 
tomary amortization schedule, the adjust- 
ment of each periodical write-off after 
1981 may be inserted. The details of its 
adjustment occasioned by the present re- 
purchase may be computed thus: 

The amortization schedule as adjusted 


Amount 
of bonds 
Calendar prematurely 

year retired 
1982 $8,100 
8,100 
1988 4,100 
8,100 


appears on page 71. It will be noted that 
the extension in the final column is made 
only at the end of each period in order 


Number of 6-month Unewpired 
periods after dollar- 
Par value 12/31/31 Periods 
$4,000 2.75 $11,000 
1,000 8.75 8,750 
8,000 5.75 17,250 
100 12.75 1,275 


that adjustments may be inserted for any 

retirements before maturity or for any dis- 

counts or premiums resulting from resale. 
E. L. SanpBere 


Tue EvatvaTion oF CERTAIN TYPE 
oF PROPERTY 


There is, in the Mathematics of Finance, 
a well-known formula for the evaluation 
of wasting assets, such as mines, which 
yield a certain income for a number of 
years and are then worthless. The for- 
mula is 

R 
+e" 


where V is the value of the property, R the 
(perhaps estimated) annual income from 
the property for the next n years, i’ the 
annual yield to be obtained by the investor, 
and sn the amount of an annuity of 1 per 
year for n years at rate i. The rate i is the 
interest rate at which the purchaser can 


Number of Adjustment 
interest Dollar- of annual 
periods periods expense 

2.00 $16,200 $ 50.50 
-75 6,075 

1.00 4,100 84.14 
25 775 
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SCHEDULE SHOWING AMORTIZATION OF EXPENSE INCURRED 
IN ISSUING SERIAL BONDS 


Date of issue: May 15, 1926; date of last maturity: May 15, 1988 
AMoRTIZATION ON ANNUAL Basis 


Adjustments 
Sia- Bonds arising 
months’ outstanding Expense from Total 
period during Calendar Dollar- to be retirement expense 
ending period year periods amortized or resale amortized 
11/15/26 $100,000 1926 $ 125,000 $ 389.68 $389.68 
5/15/27 100,000 
11/15/27 97,500 1927 196,250 611.80 611.80 
5/ 5/28 95,000 
11/15/28 92,500 1928 186,250 580.62 580.62 
5/15/29 90,000 
11/15/29 87,500 1929 176,250 549.45 549.45 
5/15/30 85,000 
11/15/30 82,500 1980 166,250 518.27 518.27 
5/15/31 80,000 
11/15/81 77,500 1931 156,250 487.10 $108.73 590.88 
5/15/E 15,000 
11/15/32 71,000 1982 144,000 448.91 50.50* 
5/15/83 67,000 
11/15/88 68,000 1988 128,000 399.08 84.14" 
5/15/34 59,000 
11/15/34 55,000 1984 112,000 349.15 16.99* 
5/15/85 51,000 
11/15/35 47,000 1985 96,000 299.27 62* 
5/15/36 48,000 
11/15/36 39,000 1986 80,000 249.89 62* 
5/15/37 85,000 
11/15/87 81,000 1987 64,000 199.52 62* 
5/15/38 27,000 1938 20,250 68.13 24* 
Totals ..... $1,650,500 $1,650,500 $5,145.82 
$3 5,145.82 
Bond expense per dollar-period = ——————— or .00811748. 
$1,650,500.00 
* Red. 


accumulate a sinking fund to restore his 
capital V at the end of n years, when the 
property itself is valueless. 

In the present paper we shall develop 
and use a formula which, from a purely 
mathematical standpoint, is quite similar 
to (1), but which will be used in the evalu- 
ation of a very different type of property. 
The preblem which we shall consider may 
be formulated as follows. An investor is 
considering the purchase of certain prop- 
erty, perhaps real estate, perhaps stocks 
or bonds. For some reason, possibly the 
fact that rents are low now, or earnings 
poor, or possibly only the fact that a high- 


grade bond may bear a low rate of inter- 
est, the annual return from the property is 
not enough in itself to make the purchase 
attractive to him at approximately the 
price he knows he will have to pay. How- 
ever, a careful study of the property and 
of the general business situation leads the 
investor to believe that it will enhance in 
value over a period of years; he estimates, 
in fact, that he will be able to dispose of 
the property for F dollars at the end of » 
years. How do these factors determine the 
price that he can afford to pay for the 
property, if he wishes to obtain a specified 
yield on his investment? 
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Before proceeding further, we must ex- 
plain carefully what we mean by yield. If 
a man puts 1 dollar in a bank, or elsewhere, 
and if it has grown to (1 + é)" at the end 
of n years, we shall say that his investment 
has earned effective interest at the rate of 
i per year. On the other hand, we shall say 
that the yield on his investment is i per 
year if he receives an income of ¢ each year 
from his dollar, and then gets his dollar 
back intact at the end of the n years. A 
person with capital to spare would proba- 
bly be chiefly interested in the effective in- 
terest he was earning over a period of 
years; he could afford to forego a yearly 
return entirely if the property increased 
sufficiently in value. On the other hand, the 
annual yield is probably the important 
thing to the average investor, since he 
needs the annual return for personal or 
business expenses. A word of warning is in 
order here; the term yield or investment 
rate, as it is ordinarily used in the evalua- 
tion of bonds, is not quite the same as yteld 
as we have defined it. We shall return to 
this point later, simply adding here that 
the above definition seems to be much more 
desirable than the other. 

We now return to our problem. Let V 
be the value of the property to the in- 
vestor, R the annual income, # the annual 
yield to the investor, i the rate at which 
the investor can borrow money, and F the 
value of the property after n years. The 
symbol i no longer means what it did in 
paragraph one, where it was a rate paid 
on savings, but the other symbols which 
appeared there still have the same meaning. 
Now to obtain the yield é#’ the investor 
must receive an income of Vi’ per year. 
Of this, R comes from the property, and 
the remainder, or Vi’ — R must be bor- 
rowed, presumably with the property as 
security. This amount must be borrowed 
annually for n years, thus constituting an 
annuity, and at the end of nm years the 
owner of the property will owe (Vi’ — 
R)sn, where sn is calculated at the rate i. 
To pay this, he then has available the 
amount F — V, the excess of final value 


over present value or capital invested. This 
gives the equation 


(Vi? — R)s, = F-V, 
which can be solved for V in two forms 


1+'s,’ 
_ F/%atR 


The latter may be a little more convenient 
to use if tables of 1/sn are available. 

As a first illustration of our result, we 
consider the following. A man is consider- 
ing the purchase of a business block which 
he has reason to believe will be worth 
$100,000 at the end of 5 years. It is leased 
for an amount which will give a net annual 
income of $4000. What can he pay for it, 
if he wishes a 6 per cent yield, and can 
borrow money at 7 per cent? If we put, in 
(8) or (4), F = 100,000, R = 4000, 
= 06, i= .07, n= 5, we find V= 
$91,449, which is correct to the nearest 
dollar, and, in fact, almost to the nearest 
cent. Now exactly what does this result 
mean? Six per cent of $91,449 is $5486.94, 
the total annual return to the purchaser. 
Of this, only $4000 comes from the prop- 
erty; the remainder, $1486.94, must be 
borrowed at 7 per cent. The debt thus in- 
curred should amount, at the end of 5 
years, to $8551, the difference between 
F and V. And a simple calculation of 
$1486.948, (at 7%) will check this fact. 

In formula (2) it is, of course, not es 
sential to consider V as the unknown. In 
the problem of the last paragraph, sup- 
pose that the property is offered at 
$90,000. What yield will the purchaser ob- 
tain, if the other conditions remain the 
same? Since 


Vi = (F—») 
Sn 


the reader will easily obtain Vi’ = 
$5788.91, and thence i’ = .0688, approxi- 
mately. In this case, the value of Vi’ is 
really the important thing, since it tells 
the purchaser the total annual income he 
can enjoy from the property without im- 
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pairing his capital. A third problem of 
some importance would arise by consider- 
ing F as the unknown; the reader may 
modify the example we have been consid- 
ering ‘to give a problem of this type. We 
shall not do so in detail, since the matter 1s 
illustrated in our next example. Finally, 
there is no reason why R, or 2, or i, could 
not be the unknown in (2), though the de- 
termination of m or i would require inter- 
polation in the sn table. The reader may 
be interested in formulating problems of 
the various possible kinds, and in seeing 
how the calculation actually works out. 

In more normal times it would seem that 
formula (2) might be of considerable value 
in connection. with the purchase of stocks. 
Present conditions, with hardly a dividend 
paying stock yielding less than 7 or 8 per 
cent and with many giving. almost fantas- 
tie returns, can certainly not last.’ Such 
yields reflect, of course, the current feeling 
that almost no dividend can be considered 
entirely safe. If this is so, investment in 
stocks becomes frankly speculation, even 
though it is, perhaps, in many instances 
speculation which has an uncommonly good 
chance to turn out favorably. 

Consider, however, an investor who 
wishes to purchase the convertible pre- 
ferred stock of the Hershey Chocolate 
Company, a stock which is generally re- 
garded to be of high quality. Its price at 
present is around 80, and its dividend is $4 
a year.* Our investor feels that he is jus- 
tified in expecting a 6 per cent yield on his 
money, yet he does not wish to buy a high- 
yield stock for fear the dividend may have 
to be reduced. Is he justified in taking a 
6 per cent yield over, say, the next three 
years? To determine this, we compute F 
from (2), substituting V = 80, i’ = .06, 
R= 4, n = 8, and i = .07, let us assume. 
This last is perhaps as reasonable an as- 
sumption as any for the borrowing rate. 
We find F = $82.57, which means that for 
Hershey preferred stock to yield 6 per 
cent over the next three years it is neces- 


an extra dividend paid in 1980 and 


sary for it to rise in price only from $80 
to $82.57 a share. For a 7 per cent yield, 
the price at the end of three years must be 
$85.14. 

There are perhaps even a few casee 
where a stock not at present paying a divi- 
dend might be bought as an investment, the 
yield being taken entirely from the antici- 
pated appreciation in value. Formula (2) 
would then apply with R = 0. It is clear 
that a proposed case of this kind would 
have to be examined with extreme care. 

To return to our previous example, it 
may be said that the dividend is actually 
paid quarterly, not annually. Such is in- 
deed the case, and our calculations may be 
modified in two ways, if desired, to fit the 
actual facts. First, we may use the term 
annual yield as before; that is, the investor 
wants his income at the end of each year. 
He might then take each dividend as paid 
and deposit it in a bank, say, until the 
end of the year. In effect, then R would 
be a few cents more than $4. The other 
natural modification is to interpret the 
yield as a nominal rate, that is, to assume 
that the investor wants a 114 per cent re- 
turn at the end of every quarter. Formula 
(2) can easily be changed to cover this 
case. If the borrowing rate is also given 
as a quarterly rate, say 134 per cent a 
quarter, the change is immediate. It is sim- 
ply necessary to interpret the symbols R, 
n, «’ and i as referring to quarters instead 
of years. Then substituting V = 80, R = 
1.00, n = 12, i’ = .015, i = .0175, we find 
F = $82.65. This $82.65 is only eight 
cents more than the result obtained before; 
the difference is caused by two things. We 
are now obtaining a little better yield than 
before, in reality, since we are taking a 
large part of our yearly income before the 
end of the year; this, however, is largely 
counteracted by the fact that we are now 
considering that the dividend is paid quar- 
terly, whereas before we were really as- 
suming it paid annually. The more im- 
portant factor is that the new borrowing 
rate, 134 per cent quarterly, is larger than 
7 per cent annually. If we wished to keep 
the latter borrowing rate, or make some 
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other assumption concerning it, or concern- 
ing the yield rate, we should have to modi- 
fy the argument before formula (2) and 
thus derive the correct formula. A person 
familiar with the Mathematics of Finance 
will be able to do this easily enough. 

Our last example will be in connection 
with the purchase of a bond. Suppose an 
investor is considering the purchase, on 
January 1, 1930, of a $1000 bond, bearing 
4 per cent interest, payable January 1 and 
July 1, and redeemable at par on Janu- 
ary 1, 1988. If he requires a yield of 214 
per cent per half-year, and can borrow 
money at 8 per cent per half-year, how 
much can he afford to pay for the bond? 
The question can be answered by the use 
of (8) or (4), the symbols R, n, i’ and i 
now referring to half-year periods, and not 
years or quarters (as in the preceding 
paragraph). The substitutions to make are 
obvious, and the value of the bond is found 
to be $972.16. Let us stress again that 
this gives a 21% per cent semi-annual yield 
in a perfectly definité sense. For 214 per 
cent of the purchase price is $24.30, and 
if the purchaser borrows $4.30 at the end 
of each semi-annual period, his accumu- 
lated indebtedness will be equal to the dif- 
ference between $1000 and $972.16 when 
the bond is redeemed. 

If the purchase price of this same bond 
is computed by the methods given in any 
book on the Mathematics of Finance (see, 
for example, Putnam, Mathematical Theo- 
ry of Finance, page 65, for a discussion of 
this same bond) the result is $972.46. This 
does not, however, give a 214 per cent yield 
per half-year as we have defined the term. 
What must be done is to consider $972.46 
as the initial book-value of the bond. Then 
at the end of six months the investor should 
receive 214 per cent of this, or $24.31. He 
actually receives only the $20 interest from 
the bond. The other $4.81 is said to in- 
crease the book-value of the bond, and at 
the end of the next six months, 214% per 
cent of this new book-value is figured, and 
the process continued. This actually brings 
the book-value up to $1000 by maturity. 
While I have no objection to this method 
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of evaluation, two statements can be made: 
it considers the purchaser’s investment in 
the bond as changing each six months, and 
it does not, at the end of any six-months 
period, actually give him the use of 2% 
per cent of his investment. (Of course, 
these two points are closely related.) It 
is not difficult to prove that the two meth- 
ods of evaluation give the same result if, 
and only if, #’ = 4. 

Finally, (8) and (4) are still true, with 
a slight change of interpretation, if the 
bond is bought at a premium instead of a 
discount, or if any property is bought ata 
price greater than its value at some future 
time. In that case, (2) no longer holds, 
but we may reason as follows. The quan- 
tity V — F is now positive, and in order 
not to impair his capital the investor must 
accumulate that amount by the end of 
periods, by putting a part of his income 
from the property in a sinking fund. Thus 
the amount R — Vi’ is not, in truth, in 
come, but really belongs to the sinking 
fund. Thus we have, not (2), but 


(R — Vi’)s, = V —F, 


where i is now the rate at which the sink- 
ing fund accumulates, sn being computed 
at this rate. Except for i, the symbols in 
(5) and (2) are exactly the same. And, as 
is easily seen, (5) leads again to (8) or 
(4). In particular, if F = 0, we see that 
(4) reduces to (1), as it should. 

It should be stated that Forsyth, in the 
Bulletin of the American Mathematical So- 
ciety, vol. 27, 1921, 451-2, considers a 
formula equivalent to (8) in the single 
problem of a bond bought at a premium. 
He speaks of R — Vi’ as the amortization 
factor, and of V — F as the reduction of 
principal. He also says, “In case the bond 
is bought at a discount, the amortization 
factor and the reduction in principal are 
both negative.” However, he does not inter- 
pret this statement. Nor does he attempt 
to deal with other types of property. Hence 
I feel that his paper can hardly be said 
to anticipate the results of the present ar- 
ticle. 

RayMonp GARVER 
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CONVENTION REPORT 


American Association of University Instructors in Accounting; Proceedings of 
the Sixteenth Annual Convention, Washington, D.C., December 28-29, 1931 


He sixteenth annual convention of the 

American Association of University In- 

structors in Accounting was held in the 
Raleigh Hotel, in Washington, D.C., on De- 
cember 28 and 29, 1931. President R. A. 
Stevenson, University of Minnesota, presid- 
ing. The program was as follows: 


MONDAY, DECEMBER 28, MORNING SESSION 

Subject: Budgets and Problems of Budget- 
ary Control. 

Chairman: David 
western University. 

Papers by Messrs. Edwin L. Theiss, Uni- 
versity of Illinois; F. G. Donner, Assistant 
Treasurer, General Motors Corporation; 
James L. Dohr, Columbia University; and 
Arthur W. Hanson, Harvard University. The 
discussion was led by Howard C. Greer, Insti- 
tute of American Meat Packers. 


Himmelblau, North- 


MONDAY, DECEMBER 28, AFTERNOON SESSION 
Subject: Accounting Research. 
Chairman: J. Hugh Jackson, 

University. 

Papers by Messrs. John J. Reighard, Uni- 
versity of Minnesota; R. C. Rorem, Julius 
Rosenwald Fund; J. B. Taylor, Ohio State 
University; and H. J. Ostlund, Director of 
Statistical Division, National Wholesale 
Druggists Association. The discussion was led 
by Roy B. Kester, Columbia University. 


Stanford 


TUESDAY, DECEMBER 29, MORNING SESSION 

Subject: Law and Accounting. 

Chairman: Alfred W. Bays, Northwestern 
University. 

Papers by Messrs. E. R. Dillavou, Univer- 
sity of Illinois; Perry Mason, Antioch Col- 
lege; and James C. Reed, University of Pitts- 
burgh. The discussion was led by E. S. 
Wolaver, University of Michigan; and Wil- 
liam Deviny, Catholic University. 


TUESDAY, DECEMBER 29, AFTERNOON SESSION 
Subject: Problems of Accounting Instruc- 
tion. 
Chairman: A. H. Rosenkampff, New York 
University. 
Papers by Messrs. Lloyd Morey, Univer- 


sity of Illinois; Max J. Wasserman, Univer- 
sity of Illinois; H. C. J. Peisch, President, 
American Society of Certified Public Ac- 
countants; and Joseph C. Myer, St. John’s 
College. The discussion was led by A. L. 
Prickett, Indiana University. 

The annual dinner meeting was held on 
Monday, December 28, at 7:00 p.m. At the 
close of the dinner, the question of a change 
of name of the Association was discussed. 
Professor Paton, University of Michigan, 
Chairman of the Committee on Constitution 
and By-Laws, reported that the following 
proposed amendments to the constitution had 
been mailed out to the membership more than 
thirty days before the meeting: 

1. It was proposed to amend Article I to 
read as follows: ‘““The name of this organiza- 
tion shall be THz American AccounTING 
AssociATION.” 

2. It was also proposed to amend para- 
graph (c) of Article II to read as follows: 
“To develop media for the discussion of ac- 
counting subjects, including the publication— 
solely cor educational purposes and without 
profit to any member or to the Association— 
of a magazine to be called Tuz AccountTiNG 
Review.” 

The second amendment was adopted unan- 
imously. 

Professor Paton reported that the mail 
ballot on the first proposal—to change the 
name of the association—resulted in a vote of 
97 in favor and 71 against the proposed name, 
and 9 in favor of a change, but not of the 
particular name proposed by the Committee. 

After some discussion a vote of those pres- 
ent at the meeting was called for and Presi- 
dent Stevenson declared the amendment lost. 

Mr. E. L. Kohler reported for the special 
joint committee (with American Society of 
C.P.A.’s) on the preparation for the account- 
ing profession. 

Prof. J. B. Taylor, Ohio State University, 
then presented the Beta Alpha Psi award for 
1981 to Mr. William B. Castenholz, for his 
book “Control of Distribution Costs and 
Sales.” Each year this award is given to the 
author of the book on accounting judged to 
be the most notable contribution to account- 
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ing literature published during the year. Mr. 
Castenholz responded with a brief talk. 

Mr. C. B. Couchman, President of the 
American Institute of Accountants, then 
spoke to the Association on the relation be- 
tween schools of accounting and the practi- 
tioner. 

At the business meeting held on Tuesday 
reports from the following were heard and 
approved: 


. The Executive Committee 

. The Membership Committee 

. The Secretary-Treasurer 

. Auditing Committee 

. Mr. Kohler on Research in Accounting 
. The Resolutions Committee. 


The Nominating Committee then placed in 
nomination the following: 

For President, Howard C. Greer, Univer- 
sity of Chicago. 

For Vice-President, G. H. Newlove, Uni- 
versity of Texas. 

For Vice-President, James L. Dohr, Colum- 
bia University. 

For Vice-President, Howard S. Noble, Uni- 
versity of California. 

For Secretary-Treasurer, Chas. F. Schlat- 
ter, University of Illinois. 

Motion was made and carried that nomina- 
tions be closed and the secretary be instructed 
to cast a white ballot for the above. Following 
the elections President Greer took the chair 
and thanked the members for the honor con- 
ferred upon him. 

The meeting was then adjourned. 


REPORT OF THE PRESIDENT 


The year 1931 in the affairs of the Ameri- 
can Association of University Instructors in 
Accounting has run counter to the general 
conditions in business. In spite of the fact 
that this was a year of intense depression, 
the financial condition of the Association is 
stronger than it has been in the past. Whether 
or not there has been progress in other than 
its financial condition, however, is a matter 
of some question. 

It seemed to me that the Association had 
reached a stage that warranted it in taking a 
very distinct step forward in its relationship 
to the professional field of accounting. There 
has been a great deal of criticism in the past 
of the character of accounting instruction on 


the part of practicing accountants. Profes. 
sional accountants have maintained that ag 
counting instruction, on the whole, has not 
been satisfactory as a basis for the selectign 
of junior accountants for their offices. In fagt 
certain committees of national professional 
associations had submitted reports indicating 
that training in the field of accounting can he 
given more satisfactorily in the offices of 
practicing accountants than in formal clagg- 
room instruction. At the same time the pro 
fessional associations were maintaining that 
accounting had attained to the position of 4 
recognized learned profession. 

It seemed to me that the time had come to 
determine just what constitutes the attributes 
of a learned profession and to determine what 
should be done in the way of developing ac- 
counting training programs to meet the de 
mands for professionally trained men. There 
is no question but what the number of failures 
recorded among applicants for the certificates 
for Certified Public Accountants has been 
unduly large among college graduates as com- 
pared with the failures of graduates from col- 
leges of law and other professional groups 
for their respective state boards. It is difficult 
to state definitely just what the cause of this 
situation might be, however, without a thor- 
ough-going analysis both of the profession 
and of the training courses in our schools and 
colleges. 

In order to undertake a study of this situa- 
tion a joint committee was appointed in co- 
operation with the American Society of Cer- 
tified Public Accountants to outline a plan of 
investigation. This joint committee met in 
Chicago on March 31, 1931, and was orga- 
nized with Mr. E. L. Kohler, Editor of Tue 
Accountine Review, as the chairman. Mr. 
Kohler has given his report for this committee 
at the annual meeting. This report contains 8 
number of very fruitful suggestions as to 4 
possible survey of the field. It would be worth 
while to the Association and to the schools and 
universities offering work in accounting to 
have the survey carried out during the next 
few years. I hope that the incoming adminis- 
tration will find its way clear to continue this 
investigation. 

The Association has gained considerably in 
prestige in the field of accounting during its 
sixteen years of existence. THe AccouNTING 
Review is recognized as a high type of pro- 
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fessional magazine. It has received recognition 
not only in this country but also by sub- 
scribers in a number of the foreign countries. 
Nevertheless, the Association has not as yet 
been recognized in America as anything other 
than an association of university instructors 
interested particularly in teaching methods. 
The character of its programs indicates 
clearly that its interests lie much beyond 
such restricted definition of its functions. It 
seemed to the Committee on Constitution and 
By-Laws that this association should assume 
a position in the field of accounting com- 
parable to that of the American Economic 
Association in the field of economics and the 
American Statistical Association in the field 
of statistics. To this end an amendment to 
the constitution was proposed changing the 
name to the American Accounting Association. 
This proposal has come before the Association 
but failed to be ratified. 

The program this year was arranged with 
the thought of covering one general topic at 
each session. The Monday morning session 
was devoted to the general subject of Bud- 
getary Control; the afternoon session, to Ac- 
counting Research. The Tuesday morning ses- 
sion was a joint meeting with the Association 
of Instructors of Law in Collegiate Schools 
of Business and the afternoon session was con- 
cerned with the problems of accounting in- 
struction. The members of the Association 
have cooperated in making these sessions in- 
teresting by contributing to the subjects 
covered in the program. Several persons out- 
side of the Association, including Mr. F. G. 
Donner of the Treasurer’s Office of the 
General Motors Corporation, Mr. C. B. 
Couchman, President of the America. Insti- 
tute of Accountants, and Mr. H. C. J. Peisch, 
President of the American Society of Certi- 
fied Public Accountants, also cooperated in 
these programs. 

Mention should be made of the work of the 
various committees that have cooperated in 
the work of the Association during the past 
year. The membership committee under the 
leadership of Prof. Harvey G. Meyers was 
particularly active and credit is due to them 
for maintaining the membership rolls during 
this very trying period. I wish to extend to 
the various committees and to the officers of 
the Association my appreciation for their 
hearty cooperation and also to extend to the 
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incoming administration my best wishes to 
them and to the Association for the year 1982. 


R. A. 


Report oF THE SECRETARY-TREASURER 


During the year ending December 31, 1981, 
86 new members were admitted and 66 mem- 
bers resigned, died, or were dropped for non- 
payment of dues. Thus there has been a net 
increase of 20 members for the year. The total 
membership on December 31, 19381, is 615. 

In addition to the members who are already 
subscribers, 208 regular subscriptions and 215 
student subscriptions to THe AccounTING 
Review were received in 1931, making a total 
subscription list of over 1000 for the year. 

The total income of the year ($8967.90) 
was greater by $353.33 than the income 
($8614.57) of 1980. Every item of regular 
income showed an increase. 

The total expenses of the year ($3789.88) 
were $147.94 greater than in 1930. The net 
income for the year ($228.02) was $205.89 
greater than that of 1930. 

The Balance Sheet and Profit and Loss 
Statement is shown in the report of the Audit- 
ing Committee. 

Cuas. F, ScHLatrer 


Secretary-Treasurer 


Report oF THE MEMBERSHIP COMMITTEE 


The Membership Committee of your Asso- 
ciation has worked diligently this past year. 
Each member of the committee had a par- 
ticular territory assigned to him for an in- 
tensive membership campaign. 

Some territories were so carefully gone 
over last year that but few new members could 
be obtained from them this year. On the other 
hand, territories not so carefully canvassed 
last year were made the scene of special effort 
and many new memberships were obtained. 

We feel that the results have justified the 
careful planning and the intensive efforts in 
the various territories. Most of the members 
of this committee have now served over a 
period of two years. Approximately one hun- 
dred and sixty members have been added 
during this time. We hope that succeeding 
committees may better our record. 


G. Meyer, Chairman 
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Report or THE NoMINATING COMMITTEE 


Mr. President and Members of the American 
Association of University Instructors in 
Accounting: 

Your nominating committee presents the 
following report covering the elective offices 
for the year 1932: 

For President, Howard C. Greer, Univer- 
sity of Chicago. 

For Vice-President, G. H. Newlove, Univer- 
sity of Texas. 

For Vice-President, James L. Dohr, Co- 
lumbia University. 

For Vice-President, Howard S. Noble, Uni- 
versity of California. 

For Secretary-Treasurer, 
Schlatter, University of Illinois. 

Attention is called to the fact that last year 
Eric L. Kohler was elected as Editor of Tue 
AccountiNG Review for a period of three 
years. No election is therefore necessary here. 

Your Committee desires to record its re- 
gret that James P. Adams of Brown Univer- 
sity has felt it necessary to withdraw from the 
staff of officers and has requested that his 
name be not considered at this time. 

In presenting this “slate,” your committee 
gave full consideration to the time-honored 
custom of alternating the office of the presi- 
dent between the East and the West. The 
withdrawal of Mr. Adams has this year 
broken that sequence. The committee feels 
that, inasmuch as the original geographic sec- 
tions are no longer so clearly defined as 
originally, and that due recognition must be 
given to the South and the Far West, the 
present seems a propitious time to make the 
changes necessary to put this recognition into 
effect. It is with this thought in mind that 
the above slate is proposed. 

(Signed) R.B. Kester 
J. Hueu Jackson 


W. A. Paton, Chairman 


Charles F. 


ComMMITTEE ON RESOLUTIONS 


“In recognition of the substantial advance 
made by the Association during the fiscal year 
now ending, as evidenced by the increase in 
membership, by the wider recognition of the 
Association as a factor in the establishment of 
the practice of accountancy upon a sound pro- 
fessional basis, and by the satisfactory im- 
provement of the financial condition of the 
Association in a period of general depression, 


“Be ir reEsoLvep that the thanks of the 
Association for their faithful services be em 
tended to the President, the Secretary, the 
Editor, and the Advertising Manager of Tur 
AccountinG Review, and the Chairman of 
the Membership Committee, 

“AND BE IT FURTHER RESOLVED, that the 
Secretary be instructed to express the thanks 
of the Association to the Chairman of the 
Committee on Local Arrangements for the 
efficient efforts of the Committee to make the 
annual meeting profitable and pleasant, and 
to the Rector of the Catholic University for 
the ent:rtainment graciously given those in 
attendance at this meeting; also to Messrs, 
C. B. Couchman, H. C. J. Peisch, and F. G. 
Donner for their helpful contributions to the 
success of the Sixteenth Annual Convention.” 
(Signed) A. H. Rosenxamprr 

Daviy HimMELBLAu 
Epwarp J. Fitsey, Chairman 


Washington, D.C., December 29, 1981. 


Report or THE AUDITING COMMITTEE 


We have examined the accounts and records 
of the American Association of University 
Instructors in Accounting and we certify, that 
in our opinion, the attached Balance Sheet 
and Profit and Loss Statement present the 
true financial condition as of December 29, 
19381. 

(Signed) Tuos. W. 
J. B. Taytor 


Batance SHEET—DECEMBER 31, 1981 


ASSETS 

Office equipment................. 22.00 


LIABILITIES AND NET WORTH 


Accounts payable................ $ 745.00 


Unearned dues and subscriptions... 460.25 
Net Worth: 
Balance, December 31, 
Net income—1981..... 198.77 1087.28 
Total liabilities and 
net worth ....... $2292.48 
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CONSTITUTION 
Tue American Association or Universiry Instructors ACCOUNTING 


Argticiz I 


The name of this organization shall be THE 
AmertcaAn AssociIATION OF UNIVERSITY INSTRUTORS 
m AccounTING: short title “Universrry INstruc- 
IN ACCOUNTING.” 


Articiz II 

The objects of the Association shall be as fol- 
lows: 

(a) To further the advancement of education 
in accounting, particularly the development and 
refinement of the theory of accounting, content 
of accounting courses, and methods of instruction. 

(b) To encourage practical research in account- 
ing, especially theory and methods, the interpre- 
tation of accounting data, and the use of account- 
ing statistics in related fields. 

(c) To develop media for the discussion of ac- 
counting subjects, including the publication—solely 
for educational purposes and without profit to any 
member or to the Association—of a magazine 
to be called Toe Accountine Review. 

(d) To promote more intimate and cordial re- 
lations among instructors and others who are in- 
terested in the development of accounting. 


Articre III 


There shall be two classes of members, active 
and associate. Active membership shall be limited 
to those engaged in giving instruction in account- 
ing in educational institutions of collegiate rank. 
Other persons interested in instruction in account- 
ing may become associate members. Any active 
member who permanently discontinues his teach- 
ing work, as aforesaid, thereby shall become an 
associate member. Any associate member who un- 
dertakes teaching work as aforesaid shall there- 
by become an active member. 

Nominations for membership may be made to the 
Secretary-Treasurer by any member. Election to 
membership shall be accomplished in such man- 
ner as the Executive Committee shall direct. 


Articte IV 
By-laws not in conflict with this constitution 
may be enacted or amended at any annual meeting 
on motion by or through the Committee on Con- 
stitution and By-Laws, by a two-thirds vote of the 
members present and voting. 


ARTICLE V 
There shall be an annual meeting of the As- 
sociation at such time and place as the Executive 
Committee shall direct. There shall be such meet- 
ings of the Executive Committee as may be called 
by the President. 


Articiz VI 


The administration of the affairs of the Associa- 
tion as provided by the Constitution and subse- 
quent legislation shall be vested in an Executive 
Committee, consisting of the officers, who shall be a 
president, three vice-presidents, and a secretary- 
treasurer; three ex-presidents representing the 
three next preceding administrations; and the edi- 
tor of Tue Accountine Review. The vice-presi- 
dents first elected shall hold office for terms of 
one, two, and three years, respectively. Vice-presi- 
dents thereafter elected, and the editor of THE 
Accountinc Review, shall hold office for three 
years. The president and secretary-treasurer shall 
be elected annually. The above provision for offi- 
cers shall be deemed to cover the requirements in 
the certificate of incorporation as to trustees. 


Articiz VII 


Voting power in the Association and eligibility 
for office shall be restricted to the active mem- 
bers. 


Articiz VIII 


There shall be standing committees on Con- 
stitution and By-Laws, Publications, and Mem- 
bership, and such other standing committees as 
shall be determined by the Executive Committee. 
All committee members shall be appointed by the 
President. The president shall be an ex-officio mem- 
ber of all committees. 


Argticiz IX 


This constitution may be amended by a two- 
thirds vote of the members present and voting 
at any annual meeting, subsequent to confirmation 
by a majority of those voting through a referen- 
dum mail vote. Proposed amendments must be sub- 
mitted by or through the Committee on Con- 
stitution and By-Laws, and a written statement of 
any proposed amendment shall be mailed by the 
Secretary-Treasurer to each member at least thirty 
days prior to the date of the annual meeting. 


By-Law I 

Annual membership dues shall be determined by 
the Executive Committee and shall not exceed 
$5.00. Annual dues shall become payable at the 
beginning of each calendar year. 

Any member who becomes two years in arrears, 
and who does not remit within thirty days after 
formal notification of the provisions of this article, 
shall be dropped from the roll by the Secretary- 
Treasurer, and may thereafter be reinstated only 
by action of the Executive Committee and pay- 
ment of arrears in full. 
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The Cultural Significance of Accounts. DR Scott. 
New York: Henry Holt & Company, 1931. Pp. 
viii, 316.) 


It is customary to evaluate accounting in 
terms of its usefulness to the individual business 
enterprise. That accounting could influence and in 
turn be influenced by the basic social philosophy 
and social organization is an aspect of the subject 
which has received little thought and about which 
still less has been written. 

Because of the very great desirability of a state- 
ment of the significance of accounts in the larger 
field of economic relationships, Professor Scott has 
been led as he says, “to undertake an analysis of 
economic organization of society from an account- 
ing point of view.” The author further states in 
his paper that “since accounts are closely related 
also to other forms of social organization—notably 
legal and governmental organization—an analysis 
of economic organization alone has not been suffi- 
cient. The desired orientation of accounts has 
proved to be obtainable only through an interpreta- 
tion of cultural organization which places accounts 
at the very center or pivotal point of that or- 
ganization.” 

The magnitude of Professor Scott’s undertak- 
ing is increased by the fact that it is a pioneering 
venture. As such, it is subject to the imperfections 
usually attendant upon an initial entry into a 
new zone of study. 

In his treatment of the subject matter, the au- 
thor resorts to both evolutionary development and 
analytical examination. An attempt is made to 
trace the growth of social institutions and organi- 
zations from the middle ages to contemporary 
times and even to project such developments into 
the future. The underlying philosophy or points 
of view which made such development possible is 
sought out and examined critically. 

The author also presents |a statement of the 
significance of accounts from|a historical point of, 
view. The implication is that accounting has under- 
gone an evolutionary process|similar to other de- 
vices in our cultural organization. However, a 
parallel comparison of such |evolution is not at- 
tempted. 

The first half of the volume is devoted to a dis- 
cussion of such topics as the rise and disintegra- 
tion of the market as the dominant factor in our 
economic order, a criticism) of value theory, a 
criticism of socialism, and an exposition of the 
law and its relation to the market. The treatment 
accorded these topics is so theoretical that it is 
difficult to associate the material in any direct 
fashion with the science of accounting. Also, un- 
fortunately, Professor Scott’s style of writing is 
not particularly conducive to clarity or ease of 
comprehension. 


BOOK REVIEWS 


The latter chapters, however, are devoted to g 
more direct analysis of the place of accounting ip 
our social system, both present and future. Pro 
fessor Scott believes that our social philosophy and 
economic doctrine needs a restatement based upog 
the scientific point of view. By this is meant 4 
cultural theory based upon objectively measured 
facts rather than subjective reasoning. He asserts 
that “the scientific movement and the development 
of machine technology are two aspects of one cul 
tural development. Together they constitute the 
dominant trend of this cultural period.” 

The author attempts to show how the growth 
of large scale business enterprise necessitated new 
developments in the field of business management, 
The increased complexity of business has increased 
the importance of the role of accounting with a 
tendency to shift the emphasis of its function to 
the control of internal rather than external re- 
lationships. This has made possible a measure of 
coordination between machine technology and the 
human element of management. This change has 
caused a fusion of double entry bookkeeping and 
statistics since the business records must supply 
much data which is not subject to expression in 
the mechanics of double entry bookkeeping. 

Scientific management, according to the author, 
is “an attempt to apply the objective viewpoint te 
the problems of production and administration.” 
The rapid development of standardization, like the 
rapid growth of machine technology, was brought 
about by freedom of economic initiative. As such 
economic freedom tends to disappear, it is likely 
that the development in these respects will tend to 
slow down. Scientific management, however, is not 
accorded a place of importance in the current cul- 
tural scheme because it relates only to the produc- 
tive problem and is concerned not at all with the 
problem of distribution. The reviewer takes the 
liberty to point out that scientific management is 
concerned with distribution since one of its objec- 
tives is to allot to labor its fair share of the fruits 
of production. 

A chapter is devoted to a discussion of law and 
its relation to the market. Professor Scott states 
that the law, like other social institutions, must 
be remade to fit the objective point of view. The 
same philosophy which permitted the market to 
rise to dominate our economic system was respons- 
ible for an individualistic legal system which pro- 
tected the principle of maximum freedom of in- 
dividual initiative. Since the market is tending to 
disintegrate, the legal system is tending to disinte- 
grate also. At the present the law is in an in 
decisive period of transition. 

In a discussion of the relation of accounts to 
the market an attempt is made to trace the evolu- 
tion of the accounting function, Accounting, at 
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first completely dominated by the market and by 
law, has grown to occupy jointly with them a 
position as @ factor of control in our economic 
system. 

Professor Scott emphasizes the relation of sta- 
tistics to accounts. In fact, he restates the defini- 
tion of accounting in broader terms than double 
entry methodology and relegates it to a position 
of a subordinate branch of statistics. 

All of the various ideas expressed by the author, 
point toward and support his hypothesis that ac- 
counting is tending to become the hub of our social 
and economic organization. It is contended that as 
regulation, cooperation, and monopoly tend to sup- 
plant free competition, the importance of the mar- 
ket as a factor of economic control declines. Fur- 
thermore, the decadence of the market is accom- 
panied by the ascendency of accounting as the 
chief factor of control. As a result it may be ex- 
pected that in the future the theory of market 
control will be supplanted by a new theory which 
will develop out of accounting theory. As a result, 
the market, the law, and politics will all be sub- 
ordinate to the new social philosophy which must 
necessarily precede the predicted changes. 

If a planned or regulated economy is to replace 
the economy of a freely competitive market, it 
would mean that Paciolo would soon be elevated to 
a place of equal dignity with Adam Smith as an 
early co-ordinator of an essential mechanism for 
social control over economic affairs. This is, indeed, 
an original, if not a revolutionary, proposal, for 
Paciolo’s art has in many quarters been regarded 
as absurdly simple and mechanical. 

If the simple methodology propounded by an 
obscure fifteenth-century monk is to rise to domin- 
ate our social philosophy and economic order is 
conjectured by Professor Scott, the profession of 
accountancy should speed up considerably certain 
other additional evolutionary developments, for the 
accountant of the future will need to be economist, 
mathematician, and statistician. 

G. E. Luxas 


Accounting Principles. James O. McKinsey. (Cin- 
cinnati: South-Western Publishing Company, 
1981. Pp. vi, 730.) 

The author of Accounting Principles has thor- 
oughly covered the fundamental principles in- 
volved in the study of accounting. The text covers 
a large range of subjects and provides as far as 
possible the most essential information on the im- 
portant phases of accounting. Although discussion 
of some principles is necessarily limited, the au- 
thor is to be commended on his care in avoiding a 
superficial or inadequate treatment of important 
subjects. The work is so arranged, however, that 
supplementary questions at the end of each chapter 
permit the instructor to go as far afield as he 
desires and to further develop various accounting 
principles. 

With commendable swiftness and clarity the 


author states and illustrates the purposes and scope 
of accounting, the fundamental double-entry prin- 
ciples and the primary bookkeeping mechanics. 
Professor McKinsey leads the way adroitly 
through the formidable magic of accounting ap- 
purtenances, controlling accounts, problems of de- 
preciation, partnerships, corporation accounting, 
manufacturing accounts, financial statements, ana- 
lytical and comparative statements, etc. The au- 
thor skillfully avoids entanglement in the innumer- 
able complications of the subject he has under- 
taken to outline in a single volume. Throughout 
the treatise the most involved refinements of ac- 
counting procedure are shown to depend directly 
on the initially enunciated principles. A wealth of 
laboratory material is found in the appendix. 

The reviewer recommends the text not only to 
the student but to the executive as well. 

To many business men accounting is a complete 
mystery. The complexity of business and the in- 
creasing difficulty of the problems of management 
make it imperative that the business executive have 
a knowledge of the fundamental principles of ac- 
counting. For the executive this book should facili- 
tate intelligent recording, interpretation and use 
of accounting material. 

It is a highly practical, timely and valuable text. 
In fact it is everything that the author intended 
it to be. 

Puiu H. Henser 


Encyclopedia of Banking and Finance. Glenn G. 
Munn. (New York: The Banking Publishing 
Company, 1931. Pp. viii-765.) 

This is the third edition, revised, of the first 
encyclopedia of American banking and finance. It 
contains some 8,600 terms. There has also been in- 
cluded the text of the principal banking laws, and 
the forms and phraseology of the principal instru- 
ments of banking and finance. Original sources 
have been employed wherever possible and cross 
references have been widely employed. All of the 
above information we learned from the preface. 

To review an encyclopedia is an encyclopedic 
job. It seemed to us that we could best convey an 
idea of the usefulness of this volume to the read- 
ers of the Accountrnc Review by stating that we 
have had this volume in our office for the last 
couple of months, that we have consulted it for 
help toward an understanding of all unusual finan- 
cial terms which have come to the notice of various 
members of our department during that time, and 
that, mirabile dictu, in every case it gave us just 
the information we desired, in well chosen words. It 
appears to us to be a reference work that is ab- 
solutely necessary for persons who must deal with 
the terms of banking and finance. 

W. Hawsow 


Banking Concentration in the United States. 
Joseph Stagg Lawrence. (New York: Bankers 
Publishing Company, 1980. Pp. xv-818. $5.00.) 
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Mr. Lawrence’s analysis of banking concentra- 
tion begins with a statement of the problem. There 
follows a discussion of the nature of bank growth 
and the American attitude toward great banks. 
He then discusses the case for and against great 
banks and branch systems, on the one hand, and 
that for the unit bank, on the other. Thereafter 
various tests including safety, profits, the rates of 
interest charged borrowers and economics are ap- 
plied to unit banks, both large and small, and 
branch systems, Then come two chapters treating 
the bank manager and community growth, bank 
concentration and monopoly, a discussion of bank 
concentration and the Federal reserve system and 
a statement of conclusions. 

The book has two distinct merits: it has vitality 
and it is fair. This work contrasts most agreeably 
with the general run of economic treatises in that 
it has a literary style and a lively one. But this 
does not in the least prevent a judicial weighing 
of the facts for and against bank concentration, 
since there is ample evidence of both careful con- 
sideration of relevant data and of poise. This may 
be said in spite of the fact that “The author con- 
fesses that his initial interest in the whole subject 
of bank consolidations was due to inability as an 
economist to discern in this movement any of those 
advantages which combination in other fields prom- 

With the idea of confirming or rejecting this a 
priori impression the author enters upon a discus- 
sion of the American tradition and finds the ex- 
planation of the long-standing opposition to branch 
systems in the insufficiency of legal protection 
against abuses, so that the “citizen soon learned a 
safer remedy. He carefully scrutinized the char- 
acter of the men who founded the institution and 
kept their activities under his constant surveillance. 
. .. It was difficult, if not impossible, to appraise 
the character of men in distant parts.” As to this, 
it may be said that, if it was once an objection 
to branch systems of banking it still is. But Mr. 
Lawrence holds that while branch banking facili- 
tated the spread of the evils of banking which once 
made banking in general suspect, it was not so 
much a contributor as a victim of bad company. 
Helderman’s National and State Banks tends to 
support the impression that the traditional at- 
titude toward banking arose not only from the 
evils of banking as it was practiced but also from 
the dread of concentrated power over credit. 
Branch banking was hated because it was feared, 
in the same way that large banks were, for the 
spirit of political democracy readily sensed the 
menace of a social order in which there was no 
economic democracy. In view of this fact does 
not the decline of opposition to branch banking 
and its concomitant, industrial consolidation, indi- 
cate a decline of political democracy? 

In his consideration of the case for greater 
banks and branch systems, Mr. Lawrence quotes 
Comptroller Pole to the effect that “private enter- 


the economic situation presented by the growing 
isolation of the country banks” through formation 
of local holding companies. But it is not at all 
evident that the promoters of these holding com. 
panies have the solution of any social problem in 
mind. Indeed, it would be interesting to have an 
analysis of the factors which are back of the 
group-banking movement, so that it might become 
clear whether they are essentially different from 
those which prompted the formation of great in- 
dustrial corporations through mergers and con- 
solidations, Unfortunately the author does not give 
much consideration to the nature of the impelling 
factors making for bank concentration, though his 
concluding chapter refers, briefly, to some that 
are doubtless involved. 

He refers to the Report of the Comptroller of 
the Currency for 1929, which has been used to 
create the impression that depositors in failed 
banks have lost a billion and a half in the past 
decade. (Report, 1929, pp. 102-103). But the use 
made of the report does an injustice to the Comp- 
troller for he states that “about 5,000 banks... 
closed their doors and tied up deposits of approxi- 
mately $1,500,000,000.” “Tied up” certainly does 
not mean the the deposits were entirely lost, and 
it is not likely that the Comptroller intended to con- 
vey that impression. 

Mr. Lawrence’s examination of the Canadian 
system of branch banking certainly does not offer 
much encouragement to those advocates of branch 
banking which rely upon the merits of the Cana- 
dian system. It is his opinion that there is “no 
warrant for asserting that Canada, economically, 
has attained her present enviable level because of 
the peculiar nature of the banking structure or 
that she would have been any less prosperous, 
if she had matured with a unit banking system.” 
Beckhart’s analysis of that system, the most re- 
cent available, certainly offers nothing with which 
to challenge this statement and one must merely 
conclude with Mr. Lawrence that economic progress 
and branch banking are not incompatible. 

It is evident that the author finds little in the 
branch banking system with which to commend it, 
but he is careful to point out that “the states 
which have outlawed branch banking have forced 
the concentration movement to take a form which 
gives less protection to the depositor.” Moreover 
he does not look with favor upon a device which 
permits the stockholder of a bank to divest himself 
of double liability by exchanging his stock for that 
of a holding corporation, for “double liability 
seems to be the obligatory attribute of an individual 
not of a corporation.” (p. 275). Unfortunately, the 
author gives not citation to any decision of the 
courts or other authority in support of this state- 
ment. It is conceivable that a holding corporation 
might have a capitalization just sufficient to cover 
the amount invested in shares of banks which it has 
under its control and nothing in the way of sur- 
plus or undivided profits, in which event there 
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ment. If this is his meaning, then it appears that 
holding corporations in the group banking field 
should be required by law to accumulate a surplus 
sufficient to equal an assessment of not less than 
the par value of its bank stock owned and held, 
assuming, of course, that double liability is de- 
sirable. But it is not clear that this is the situation 
upon which Mr. Lawrence bases his statement. Per- 
haps he relies upon the legal rather than the ac- 
counting approach. If so, it is equally difficult to 
accept his statement, for it appears that the trans- 
feror of shares in this situation can divest himself 
of double liability only if (a) he has transferred 
in good faith, (b) to a transferee capable of con- 
tracting and otherwise assuming obligations in 
law. Thus, it was pointed out in Karly v. Richard- 
son, 280 U.S. 496, that a transfer of stock to an 
infant would not relieve the transferor. But there 
appears to be no sufficient reason why a transfer 
of bank stock to a holding company, organized in 
good faith as such, and not merely for the pur- 
pose of holding this particular stock, would not 
relieve the transferor, for he would have trans- 
ferred to a corporate transferee which would be 
liable in his place. If so, then it is not true that 
double liability cannot be an attribute of a cor- 
poration. 

The author concludes that there is no possibility 
of making out a logical and convincing case for 
branch banking and in support of his statement 
he presents data which are convincing enough as 
far as they go. The fact is that we have not had 
enough experience with branch banking in this 
country to permit of an adequate finding for or 
against the system, and we are really confronted 
with the problem as to whether we are to go ahead 
with the branch system and accumulate the data 
essential to a real finding of facts. On the basis 
of the analysis presented one must conclude that 
to do so would be a step of very doubtful wisdom. 
The evidence now available certainly does not 
justify the adoption of a legislative program either 
state or national which will legalize branch banking 
and, if we permit of its development, we will have 
taken a step from which there is no returning. 
no matter what the outcome. In addition it is quite 
apparent that group and chain banking are even 
more objectionable than branch banking, and Mr. 
Lawrence quite logically concludes that the legal 
authorization of branch banking is no cure for 
group and chain banking, but merely taking as an 
alternative the lesser of two evils. The weighing of 


‘ the case clearly leads to the conclusion that unit 


banking has stood the test of time, everything con- 
sidered, and there is no convincing case for the 
systems which have been urged as substitutes. 

E. A. 


Forecasting Business Cycles. Warren M. Persons. 
(New York: John Wiley and Sons, Inc., 1981. 
Pp. xiv-295. $4.50.) 

Dr. Petersons’ book is divided into three distinct 
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parts differing with regard to subject matter and 
style of treatment. The first part consists of a 
series of forecasts made from October to December 
of 1980, and is designed to illustrate the method 
Dr. Persons uses in his prognostications. 

Briefly the method is one of analogy. From a 
careful scrutiny of all previous depressions he 
comes to the conclusion that the present depression 
is closely parallel to those of 1884-85, 1907-08, and 
1920-21. This warrants the statement that “apply- 
ing these analogies we conclude that a business 
upturn is inevitable, sooner or later, and probably 
will be in progress by February or March, 1931, 
but that ‘normal’ business is not to be expected be- 
fore the end of 1931 and possibly not before the 
first quarter of 1932.” Dr. Persons recognizes that 
his forecasts are in reality an economists diagnosis 
based upon statistical patterns traced by indexes 
of the “real” fluctuations of business interpre- 
tated in the light of historical background, The 
fact that his forecasts have not materialized does 
not destroy the value of his method. 

The second part of the book makes it as valu- 
able an acquisition to a reference library on busi- 
ness cycles as Thorp’s Business Annals. It consists 
of a detailed record of business in the United States 
since 1875 and is illustrated with excellent graphs 
and tables. The construction and source of each 
of the eleven indexes is clearly and carefully ex- 
plained. An additional service of considerable value 
is rendered by Dr. Persons in computing composite 
annual indexes of the physical volumes of produc- 
tion from 1860-1930 from the numerous segments 
worked out by other statisticians. These annual in- 
dexes are adjusted for trend by the integrated- 
norma-curve method. Even though this method has 
been described by other writers, Dr. Persons would 
do the majority of his readers a real service by a 
more detailed exposition of the method he uses 
or by specific reference to other expositions. 

The third part of the book is a group of miscel- 
laneous studies ranging from a probability study 
of the index of industrial production and trade to 
a reclassification of business cycle theory and the 
relation of statistical theory to economics. In his 
analysis of the month to month fluctuations of the 
index of industrial production and trade Dr. Per- 
sons comes to the conclusion that the succession 
of the phases of the business cycle is rhythmic in 
character except insofar as it is disrupted by 
such “momentous events” as wars, droughts, re- 
turn to specie payment, free silver issues, govern- 
ment interference with industry, price control, 
strikes, epidemics, speculative collapses, and court 
decisions. Dr. Persons’ classification business cycle 
theory does not add particularly to other classifica- 
tions such as those of Hansen and Mitchell. 

All in all, the book is a decided addition to 
the literature on the subject but one feels that the 
first and third parts could have been omitted with- 
out seriously impairing its value. 

Carr FLeTcHer 
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The Financial Plan of Department Stores. Bulletin 
No. 82. A. H. Winakor. (Urbana: University of 
Illinois Bureau of Business Research, 1930. Pp. 
87. 3.50.) 

Even though its title may not indicate the fact, 
this bulletin deals with balance sheet ratios. It has 
been preceded by eight others presenting similar 
or related data for “public utilities,” “gas com- 
panies,” and “automobile manufacturing compa- 
nies.” Additional information on balance sheet ra- 
tios is badly needed and there is every reason for 
hoping that the Bureau will continue and expand 
its work in this field. 

The materials for the study consisted of de- 
partment store balance sheets secured from one 
of the leading firms of public accountants serving 
the department store trade. These data were from 
88 stores for 1925, 84 with funded debt and 54 
without funded debt; and from 90 companies for 
1927, divided in approximately the same propor- 
tions (33 and 57 firms, respectively) between the 
two groups. From the balance sheets the Bureau 
arrived at the current ratios and the ratios to total 
assets of current assets, fixed assets, other assets, 
current liabilities, long-term debt, and net worth. 
With a few exceptions, a typical or average figure 
(mode) is given for each of these ratios for each 
of the four groups of stores. For each group there 
is given, also, the actual frequency distribution and 
figures indicating the “range of 50 per cent of 
frequencies centered about the mode.” The report 
does not make it possible to bring together the ra- 
tios for each firm, but of course this frequently 
is impossible in work of this sort owing to the 
need for preserving confidences. 

Statisticians and general readers probably will 
question the methods employed in the study. The 
modal and range figures were calculated from the 
actual data by employing a mathematical equation 
to “smooth” the distributions. In 10 of the 26 series 
by which typical figures were set, this process re- 
sulted in the selection of a mode which did not 
fall in the class of maximum frequency. In 4 of 
these 10 instances, the mode selected did not fall 
even in the class of second greatest frequency. In 
a seventh instance, where there was pronounced 
concentration of experience (51 per cent of the 
items in one class) but great skewness, no mode 
was set. Without raising subtle questions of mathe- 
matical statistics, it must be noted that there is 
considerable doubt whether so refined a technique 
is warranted in setting typical or average figures 
on the basis of from 33 to 57 items. Simpler meth- 
ods would have been adequate if not preferable, 
and would have been much more easily understood 
by many readers. Cart N. Scumatz 


Monthly and Yearly Standards of Performance for 
Department Stores: 1930. (Michigan Business 
studies, vol. iii, no. 4.) Edgar H. Gault. (Ann 
Arbor: University of Michigan Bureau of Busi- 
ness Research. 1981. Pp. vi, 142. $1.) 


Although this publication contains 45 pages of 
text devoted to interpretation and comment which 
is thoroughly worth while, the value of the report 
lies chiefly in the 90 pages of tables, most of which 
are assembled in an appendix. The tables in this 
appendix present averages (medians) of the 
monthly performance figures for each of 44 depart- 
ments in a group of 33 department stores. The 
indexes covered include ratio of month’s to year’s 
sales, ratio of department’s sales to store’s sales, 
rate of increase in sales over corresponding period 
of preceding year, mark-downs, selling salary ex- 
pense, newspaper advertising expense, original 
mark-up, maintained mark-up (gross margin less 
cash discounts), gross margin, and stock-turn. 

Elsewhere in the booklet are data regarding the 
age of merchandise on hand (percentage less than 
6 months old, 6 to 12 months old, and over 12 
months old) by departments at the close of the 
1930 fiscal year. Figures of this sort, probably not 
yet gathered regularly by a majority of American 
department stores, are of important use to ac 
countants in appraising inventory values. Another 
table shows the ratio of inventories by depart- 
ments in August, 1930, and in February, 1931, to 
inventories in February, 1930. 

This is the fourth year for which figures of this 
sort have been published by the Michigan bureau. 

All the statistics are of somewhat limited utility 
because they are based on the experiences of only 
83 stores with total sales on the average of about 
$1,000,000 and located in cities of from 30,000 to 
120,000 population. These stores, however, were 
widely scattered over the area “north of the Ohio 
River between Iowa and Maine,” and for many 
purposes the limits imposed by the character of the 
sample are offset, or more than offset, by the work- 
manlike manner in which the figures have been 
gathered and compiled. 

Persons interested in department store retail- 
ing, in the acounting problems of department 
stores, or in the difficulties faced by trading enter- 
prises in times of declining prices and volumes 
should note the author’s “conclusions” based on 
the figures and on his contacts with store executives 
during the year 1930. Note should be made, also, 
of his novel and helpful method of comparing the 
percentages of mark-downs, salary expense, and 
advertising expense with sales in the tables and 
charts on pages 422 to 428. 

Cart N. ScHMALs 


Organized Commodity Markets. Annals, vol. 156, 
part 1. S. E. Huebner, Editor. (Philadelphia: 
American Academy of Political and Social Sci- 
ence. 1981. Pp. vi, 268. $1.) 


This volume consists of twenty-eight separate 
articles, most of them prepared at the request of 
the Academy, by twenty-four different authors. The 
articles appear in three groups, those relating to 
“principles and practices,” to “special markets,” 
and to “foreign exchange markets.” 


to say 


The 
subjects 
exchang* 
and clea 
ing to ' 
first ten 
or gove 

G. Wris 
sylvania 
in 
one wo 
“Hedgi 
Hubbar 
bard B 

| Hubbar 
sons ma 

The 
descript 
venient 
history, 
ing in 
eggs, 
jute, li 
moditie 
cereals 

articles 
officers 

| format 
in tone 

“Possi 

Comm«e 

ordina 

a conc 

must “ 

and so 
the pec 
bitumi 
The 
Engla: 
very 
Thi 
is as 
change 
years 
Hueb 
Grun 
pol 
G. 
Th 
lished 
of “EB 
tratio 
outste 
tains 

the g 

Mr. 

chang 

cern 
of pr 


The articles in the first group deal with such 
subjects as the risk-bearing function of commodity 
exchanges, hedging, regulation, arbitrage, price, 
and clearing systems. Timely are two articles relat- 
ing to the Federal Farm Board. Seven of these 
first ten articles were written by men in academic 
or government service, three being by Prof. 
G. Wright Hoffman of the University of Penn- 
sylvania, who is preparing a book on future trading 
in commodities. Of the remaining three papers, 
one worthy of special mention is that entitled, 
“Hedging in the Cotton Market,” by W. Hustace 
Hubbard, formerly a member of the firm of Hub- 
bard Brothers & Company, cotton merchants. Mr. 
Hubbard’s style is readable and the things he has 
to say are interesting and convincing. Many per- 
sons may well find his discussion of “basis” helpful. 

The second group (thirteen articles) are largely 
descriptive and expository. They contain in con- 
venient, accessible form material regarding the 
history, methods, and problems of exchanges deal- 
ing in coffee, sugar, rubber, the metals, butter, 
eggs, provisions, cocoa, silk, hides, burlap and 
jute, live stock, cottonseed oil, and other com- 
modities. Much similar material on the cotton and 
cereals exchanges is given in the first group of 
articles. Nine of these articles were written by 
officers of commodity exchanges, and although in- 
formative they are often partial or promotional 
in tone. The paper by Professor Kulp, entitled 
“Possibilities of Organized Markets in Various 
Commodities,” probably serves the needs of the 
ordinary student most satisfactorily. It contains 
a concise statement of the requirements which 
must “be met before a commodity may be bought 
and sold freely on an exchange” and then discusses 
the possibility of such trading in wool, lumber, 
bituminous coal, and petroleum products. 

The five articles on commodity exchanges in 
England, Germany, France, Japan, and Italy are 
very much worth while. 

This volume on Organized Commodity Markets 
is a successor to one on American Produce Ea- 
change Markets published in The Annals twenty 
years ago (September, 1911) under Professor 
Huebner’s editorship. 

Cant N. 


Grundlagen der Selbstkostenrechnung und Preis- 
politik. Engen Schmalenbach. (Leipzig: Verlag, 
G. A. Gloeckner, 1927. pg. 58 R.M. 2.) 

This pamphlet is a reprint of an article pub- 
lished by Mr. Schmalenbach in 1907. In the field 
of “Betriebswirtschaftslehre” (Business Adminis- 
tration) Schmalenbach is generally held to be the 
outstanding figure in Germany; this reprint con- 
tains some of his most fertile ideas. After laying 
the ground work for a theory of cost accounting, 
Mr. Schmalenbach discusses the influences of 
changes in the rate of use of capacity of a con- 
cern on its unit costs. The recognition of the nature 
of proportional and of fixed costs, and of progres- 
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sive and of degressive costs, leads to the calcula- 
tion of the optimal use of capacity of a given 
concern. The object of any rational price policy is 
the highest possible return on the invested capital. 

The roundabout process of modern capitalistic 
production causes an increasing investment in fixed 
assets; the percentage of fixed costs in relation to 
total costs has, therefore, a tendency to rise, and 
this trend requires constantly greater consideration 
in the formulation of price and production policies 
of the individual concerns. 

Since the return on the invested capital con- 
sists of the margin between unit costs and sales 
price of the concern’s product multiplied by the 
rate of turn-over of the invested capital, the aim 
of a rational price policy lies in obtaining the’ 
greatest possible volume of sales combined with 
the widest possible margin of profit. Since high 
prices and a large sales volume, however, tend to 
exclude each other, and since unit costs increase as 
soon as high prices contract the realized demand, 
and force the plant to be partly idle, the concern 
obviously has to strive to keep prices as low as 
possible. The highest return on the invested capital. 
therefore, can be reached only when the price 
policy aims at that widest possible margin of profit 
that allows the concern to work at that rate of use 
of capacity entailing the lowest possible unit costs. 

This pamphlet was written at a time when the 
price policy of the German cartels was much more 
approved by economists than it is today. Cartels 
attempt to stabilize prices and allow the volume 
of production to fluctuate. Against this practice 
Mr. Schmalenbach advocated the stabilization of 
production at a rate of use of capacity entailing 
the lowest unit costs, an aim that can be ap- 
proached only by raising prices during periods of 
prosperity to throttle the realized demand, and 
by lowering prices in periods of depression in . 
order to stimulate the realized demand. 

The early recognition of the nature of fixed and 
proportional, progressive and degressive costs and 
the formulation of a rational price policy on the 
basis of this cost analysis, make this article one 
of the “classics” in our field of endeavour. 

Rozert WEWENHAMMER 


Kaulkulation und Kostengestaltung im Waren- 
handel. Erich Kosio!. (Stuttgart: C. E. Poeschel, 
Verlag, 1981. Pp. ix-178. R.M. 10.) 


This book is the first volume of a study of cost 
accounting practices and price policies in the 
wholesale and retail trade. The material used is 
confined to German sources, especially to the find- 
ings of the recent governmental inquiry into the 
state of German trade practices. ~ 

Mr. Kosiol’s approach to the problem of cost 
accounting practices and price policies seems to 
be based mostly on the conceptions worked out by 
Schmalenbach in his above mentioned publication 

Rogert WEIDENHAMMER 
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The Banking Structure of the Seventh Federal Re- 
serve District, Bulletin No. 33. (Urbana: Bu- 
reau of Business Research, University of Illi- 
nois, 1931. Pp. 63. $.50.) 

This bulletin is the seventh in a series devoted 
to the study of Chicago as a financial center. “The 
aim of the present study is to consider the bank- 
ing structure of the Seventh Federal Reserve Dis- 
trict (of which Chicago is the center) with special 
emphasis upon bank membership in the Reserve 
System and the reserve position of the banks.” 

The study is almost entirely statistical in its 
nature. There is very little analytical or critical 
discussion. Comprehensive statistics of the num- 
ber, resources and relative importance of different 
kinds of banks within the district are given. The 
largest section of the bulletin is devoted to a con- 
sideration of the reserve position of the banks in 
the district since 1910. 

The publication probably will be of greatest 
value to research students in the field of banking. 
It contains little of interest or value to the general 


reader. 
Vinci, 


Corporation Finance. Revised Edition. Arthur S. 
Dewing. (New York: the Ronald Press Com- 
pany. 1931. Pp. xi-540. $3.50.) 

This is a revised edition of Professor Dewing’s 
abridged textbook on corporation finance, first 
published in 1922. It should not be confused with 
his larger and more detailed study entitled “The 
Financial Policy of Corporations.” 

The earlier edition of Corporation Finance is 
so widely and so favorably known that detailed 
comment on the present edition is hardly necessary. 
Since its first publication it has been a standard 
book in beginning courses in corporation finance. 
It is clearly written and logically arranged. Its 
wealth of illustrative material drawn from actual 
cases adds greatly to its interest and effectiveness. 

In the past decade, however, new problems have 
arisen in the field of finance, such as those con- 
nected with the investment trust; old problems 
have acquired a new significance, such as the réle 
of working capital in corporate financing. These 
changes and developments, as well as many oth- 
ers, have received consideration in the present edi- 
tion. New chapters have been introduced with 
such topics as the voting trust, the investment com- 
pany, and customer ownership. There has been 
considerable rearrangement, revision, and expan- 
sion of other chapters. 

A valuable feature of the book for teaching pur- 
poses is the appendix of more than one hundred 
pages devoted to “case” problems. Any book on 
corporation finance must necessarily make use of 
accounting concepts and methods of analysis. The 
present book, however, is noteworthy for its ex- 
tensive and successful use of fundamental ac- 


countin rinciples. 
P Wrurr 


The Federal Fund Market. Bernice C. Turner, 
(New York: Prentice-Hall, Inc., 19380, Pp 
xiv-107.) 


In this small volume Miss Turner has given an 
analysis of the functions and operations of a seg 
tion of the money market that is practically up. 
known to the general public and is almost equally 
unfamiliar, one would probably be safe in saying 
to the great majority of bankers outside the chief 
financial centers. “Federal Funds” are defined as 
being “funds which are available for immediate 
credit in discharging obligations at a Federal re. 
serve bank.” Such funds may consist of checks 
issued by or drawn upon either the Treasurer of the 
the United States or a Federal reserve bank. Or 
they may consist simply of debit entries on the 
books of a Federal reserve bank, representing the 
transfer of funds from one account to another, 

Federal Funds available for sale consist in large 
part of member banks’ excess reserves at the Fed- 
eral reserve bank. Since no interest is paid on these 
reserves, banks desire to keep them down to the 
legal minimum as far as possible. Therefore, they 
are willing to sell checks against their excess bal- 
ances if they can do so at a profit. Banks that 
are in need of building up their reserves may find 
the purchase of such checks the cheapest way to 
do so. 

Another source of Federal Funds consist of 
checks which discount houses and banks receive 
from the reserve banks in payment for acceptances 
and government obligations. The discount houses 
have come to act as dealers between banks in the 
purchase and sale of Federal Funds. The Federal 
Fund market offers banks an additional means by 
which they can easily and quickly adjust their re- 
serve balances. Excess reserves can be readily dis- 
posed of and needed reserves as readily acquired 
in this market. It serves to facilitate the easy flow 
of funds between financial centers. 

The extent and the ramifications of the Federal 
Fund market are little appreciated by the usual 
student of finance. The subject is one which has 
been almost entirely neglected in current literature. 
Miss Turner has performed a real service in pre 
senting the first adequate discussion of this sec- 
tion of the general money market. The book, while 
perhaps it should not be termed technical, does 
require on the part of the reader a rather exten- 
sive knowledge of Federal reserve banking practice 
and of the money market in general. It would be 
difficult reading for the layman. 

Vinci, Wit 


New York Laws Affecting Business Corporations. 
Annotated and Revised to May 11, 1931. Twelfth 
Edition. (New York: United States Corpora- 
tion Company, 1981. Pp. xxxiii-452. $2.) 
Previous editions of this book have been re 

viewed in these columns in a most favorable man- 
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ner; hence, nothing much need be said concerning 
the latest or twelfth edition which includes amend- 
ments passed by the New York Legislature down 
to April 10, 1981. 

The twelfth edition is as usable and as neces- 
sary to the proper practice and teaching of Ac- 
counting in New York State as any of the pre- 
yious editions—it is difficult to conceive of proper 
corporate practice or instruction without one be- 
ing familiar with the contents of each latest and 
succeeding guide to New York corporate law. 

Like its predecessors, this edition contains the 
New York statutes related to business corpora- 
tions, explanations thereof, and citations covering 
the application of such statutes in adjudicated 
eases. 

Georce E. BENNETY 


The Operating and Earning Power Ratios of Gas 
Companies. (Urbana: Bureau of Business Re- 
search, University of Illinois, 1981. Pp. 53.) 


This bulletin is designed to facilitate the in- 
terpretation of financial statements by the execu- 
tive in the gas industry. It presents typical, or 
“standard,” ratios with which he may compare 
those of his own company. 

The figures, which are taken from the published 
financial statements of 135 companies, are sepa- 
rated between those of the companies manufactur- 
ing gas and those producing natural gas, of which 
there are 93 of the former and 42 of the latter. 

The years covered by the study are 1920, 1923, 
1925, and 1926. The particular companies chosen 
are all those listed in Moody’s Manuals of Public 
Utilities whose operations in those years consisted 
mainly of the production and distribution of either 
manufactured or natural gas, whose statements 
were adequately presented, and whose total assets 
exceeded $2,000,000. 

Three groups of ratios are given: those analyz- 
ing the profit and loss statement; (2) those show- 
ing turnover of capital; and (3) those showing 
the net returns or income available for the re- 
muneration of the capital employed. These ratios 
are cast into frequency distributions, showing the 
range of the cases, their dispersion over the range 
and whether the data tend to centralize at a single 
figure. The frequency distributions are supple- 
mented by charts on which the frequency curves 
are plotted. 

An executive using this bulletin for comparative 
purposes may study not only the entire range of 
cases and their dispersion, but the ratios of his 
own company in relation to the mode, as well as 
that half of the cases which concentrates about 
the mode. The typical ratios are not necessarily 
ideal, as a sounder financial condition might pre- 
vail with ratios larger or smaller than the mode. 
This will depend upon the ratio under consideration 
and the financial policies of the company concerned. 

GLIDDEN 


The Financial Plan of Electric Light and Power 
Companies, (Urbana: Bureau of Business Re- 
search, University of Illinois. 1981. Pp. 54.) 
The purposes of this study are threefold: (1) 

to analyze the financial plans of electric light and 
power companies; (2) to show the differences in 
the financial policies of hydro-electric and fuel- 
burning stations; and (3) to arrive at standard 
ratios for the industry. 

The hydro-electric and fuel-burning plants are 
grouped separately. There are 92 fuel and 68 
hydro plants included in the study, comprising all 
privately owned enterprises given in Moody’s Pub- 
lic Utilities having two or more millions of assets. 
The years chosen for the study were: 1920 because 
it concluded the period of expansion before the de- 
pression of 1921; 1923 because most of the read- 
justments of financial structure resulting from 
the depression had then taken place; and 1925 and 
1926 because they were fairly normal years. 

The financial statements of the companies se- 
lected were first reduced to a comparable basis. 
From these statements numerous ratios were com- 
puted, such as, the ratios to Total Assets of Fixed 
Assets, Current Assets, Investments, Long Term 
Debt, Current Liabilities, Non-voting Stock, Voting 
Stock, and Surplus and Reserves. 

In examining the financial condition of a specific 
company these ratios should be useful for compara- 
tive purposes. Gertrupe GLIDDEN 


The Ethics of a Profession. A. F. Richardson. 
(New York: The Century Company, 1931. Pp. 
xiii-159. ) 

Some years ago, a most interesting little book 
was published which presumably covered a per- 
son’s contact with the law generally from birth 
until death, each chapter related to some particu- 
lar milestone along the way. We have in Mr. Rich- 
ardson’s little book on the ethics of the profession 
of Accountancy a somewhat similar offering; each 
chapter discusses the ethical problems of one par- 
ticular phase of activity. The first chapter, for 
example, is concerned with “going into practice,” 
the second with “offices,” the third with “partners,” 
and so on. 

The many years spent by the author as editor 
of the Journal of Accountancy, this position giv- 
ing him contacts with the outstanding accountants 
of the world, make him particularly well qualified 
for the task in hand—the written expression of 
“a code of ethics for the profession based upon 
generally accepted canons.” The language is sim- 
ple, the discussion sane but not too conservative. 
The book is published under the auspices of The 
American Institute of Accountants. 

Georce E. BENNETT 


Accounting Problems: Intermediate. Charles F. 
Rittenhouse and Atlee L. Percy. (New York: 
McGraw-Hill Book Company, Inc., 1931. Pp. xii- 
260. $3.) 
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The book at hand represents, as the second edi- 
tion, the revision of the edition of 1922. Although 
many problems of the earlier edition have been 
omitted, the total number of problems and ques- 
tions has been increased and the number of pages 
of the book increased. 

The same general scheme of the former edition 
has been followed here. Part I consists of a pre- 
sentation of illustrative forms of financial state- 
ments and reports. Part II contains both account- 
ing problems and so-called theory questions which 
in many instances are based upon the models of 
Part I. Where needed a few problems are shown 
with solutions as a further aid to the student. The 
general classification of problems is as follows: 
Construction of Financial Statements; Corpora- 
tion Accounts; Depreciation, Reserves, and Sur- 
plus; Partnerships; Consignments, Branches, and 
Selling Agencies; and finally Miscellaneous Prob- 
lems. In addition to problems worked out by the 
Authors, there are many problems taken from 
the examinations of the American Institute of Ac- 
countants and from the state C.P.A. examinations. 

The new edition pays more attention to the 
analysis and interpretation of financial statements, 
no par value stock, statements of application of 
funds, liquidation, installment sales and inventory 
methods. This changed emphasis is in line with the 
development of accounting during the last nine 
years. 

The reviewer is impressed with the care which 
has been taken to grade the problems and to pre- 
sent accounting from a broad point of view. Any 
student who solves these problems in conjunction 
with the reading of an adequate text and with 
class discussion, has a thorough preparation in in- 
termediate accounting. The authors are to be con- 
gratulated upon having done an excellent piece of 
work. S. Kress 


Die Notleidende Unternehmung. 1. Band. Krank- 
heitserscheinungen und Krankheitsursachen, Von 
Dr. Fritz Fleege-Althoff. Stuttgart: C. E. 
Poeschel Verlag, 1980. Pp. xi, 172. $2.10. 
8.75 RM.) 

By comparing a going concern to a living or- 
ganism, the author has borrowed certain concep- 
tions and methods of research from the field of 
medical science. The book under review is the first 
half of a study of unsuccessful concerns, This part 
gives the pathology of going concerns by provid- 
ing a systematic catalogue of the different ail- 
ments that may endanger the solvency or profit- 
ability of an enterprise and by attempting to es- 
tablish criteria for their diagnosis. The second part 
is supposed to deal with the therapy of living 
concerns, i.e., the science of healing existing ail- 
ments; it furthermore brings the Prophylaxis 
(Dietetics), ic. the art of preventing business ail- 
ments by treating them at the very beginning. 

Dr. Fleege-Althoff treats some of the following 
ailments: lack of capital, of orders, of raw ma- 
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poe and of profits; faulty capital structures 
ization; taxes, tariffs, credit com 
ditions mi social burden. Most American em 
deavours in this field have crystallized in the form 
of “case books”; a beginning of a systematic analy. 
sis of certain business ailments has been made by 
S. Gilman in his Analyzing Financial Statements, 
while Homer A. Gregory in his Accounting Ry 
ports in Business Management has attempted to 
present both the “pathology” and the “therapy” 
The reviewer feels that only by collecting more ma- 
terial on concerns that failed, or that were success. 
fully reorganized, can a body of knowledge be as- 
sembled that justifies the setting up of doctrines 
on the pathology and therapy of going concerns, 
The pioneer work done by Fleege-Althoff should 
prove useful as a basis for further attempts in 
this field. Rozert WEMENHAMMER 


Business Law. Dwight O. Pomeroy. (Cincinnati; 
Southwestern Publishing Company, 1931. Pp, 
xiii-722.) 


This book covers a wide range of subjects all 
of which have a bearing upon the daily activities 
of the business man. It is done in a more intensive 
manner than is ordinarily used by writers of books 
of this character. 

The usefulness of a law text in the hands of a 
business man without the guidance of an instruc 
tor in the study of it is doubtful. 

The book is written mainly for the purpose of 
classroom instruction. 

In general the author has given a sufficiently 
full statement of principles and has followed the 
traditional guides necessary to obtain accurate 
statements. His method of relating the principle 
to experience is to follow the statement of prin- 
ciple with an illustration. He has used more than 
usual care in the building up of a system of hy- 
pothetical cases. The prospective teacher should 
examine carefully the sets of questions. It will be 
found that while some of them rather slavishly 
follow the text, others present unique sets of facts 
so that the student must necessarily extend him- 
self to apply the principles to his decision. It ap- 
pears to be the author’s purpose, through the un- 
usual number and scope of these questions, to 
vitalize the principles and also to train the stu 
dent in applying them to more complicated situa- 
tions. 

If one would dip first into the subject of 
“Agency,” his impression might be that the author 
is guilty of inaccuracy, the inaccuracy consisting 
not so much in false statements of law as in the 
omission of statements without which the main 
statements are sometimes misleading. I will refer 
to but one paragraph, namely, paragraph 170, 
where he treats the subject of the duties which 
the agent owes his principal. His treatment seems 
to be inadequate, omitting such important mat- 
ters as the discussion of the agent’s taking of 
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secret profits, the statements made are sometimes 
so brief as to be misleading. It is stated that the 
agent cannot profit by confidential information, 
and yet there is nothing wrong about this if he 
does not compete with his principal’s interests, 
and violate his duty as an agent in this latter 
respect. He says the agent cannot represent an- 
other party at the same time he is representing his 
principal; yet he can if both parties have knowl- 
edge of the fact, and have consented to it. 

The treatment of “Contracts” in this text is 
more extended than that of the other subjects; all 
of the familiar landmarks seem to appear. 

In his treatment of the subject of “Sales” the 
author has in general followed the Uniform Sales 
Act, paraphrasing the law in his own language, and 
following his statement with an illustration and 
with the statement of the Uniform Sales Act 
Statute in point. A somewhat more intensive analy- 
sis would be helpful even though the book is 
written for laymen. Some inaccuracies could be 
pointed out, and there are important omissions. 

The chapter on “Partnerships” is sufficiently com- 
plete, accurate and teachable. 


89 


In his treatment of “Negotiable Instruments” 
there is a rather pronounced tendency to give the 
students a series of abstractions which probably 
mean nothing to the student, unless related to 
experience. 

The treatment of the subject of “Corporations” 
is quite thin for the accounting student. For exam- 
ple, in discussing declaration of dividends the 
statement is made that the matter is within the 
discretion of the directors; nothing more is said 
on the subject. 

The book has a chapter on “Law and its Ad- 
ministration” which is introductory to the rest of 
the work and should give the students an impor- 
tant underlying knowledge of the machinery of 
courts. It also has chapters on property, both real 
and personal, torts, contracts, agency, employer 
and employees, negotiable instruments, suretyship, 
insurance, bailments, carriers, sales, partnership, 
corporations, deeds of conveyance, mortgages, land- 
lord and tennant and business crimes. 

I believe this book should have a careful read- 
ing by teachers of Business Law. 

M. E. Pree 


BOOKS RECEIVED 


Accountants’ Handbook. Second Edition, W. A. 
Paton, Editor. (New York: The Ronald Press 
Company. 1932. Pp. xlii, 1878. $7.50.) 

The present edition of this well-known book is a 
thorough-going revision. The changes reflect the 
experience of the users of the original book, and 
the changes in business conditions since the old 
book was issued. 


Real Estate Valuation. Frederick M. Babcock. 
(Ann Arbor: The University of Michigan 
Bureau of Business Research. 1982. Pp. 80. $1.) 
A statement of the appraisal problem and a 

discussion of the principles involved in the develop- 

ment of valuation methods. This is a treatise on 
the basic elements which should be included in 

a sound reality valuation procedure. 


Business Machines. Perley Morse. (New York: 
Longmans-Green & Company. 1982. Pp. ix, 281. 
$8.75.) 


“The story of the development and application 
of office mechanisms and devices, from their in- 
ception to their present wide adaptation to business 
routine and modern methods of record-making, 
analysis, and accountancy.” 


Credit Manual of Commercial Laws with Diary, 
1982. (New York: National Association of Credit 
Men. 1982. Pp. xx, 426.) 

This is a useful guide to be used at every 
step of a credit transaction. 


Accounting for Savings, Building and Loan As- 
sociations, Volume I. (Chicago: American Sav- 
ings, Building and Loan Institute. 1981. Pp. 246.) 
This book was prepared to cover the first half 

of a course on accounting for building and loan 

associations. It gives the theory of the bookkeep- 
ing and shows how the books are kept in such as- 
sociations. 
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UNIVERSITY NOTES 


University or CALIFORNIA 
Mr. Robley D. Passalacqua, teaching fel- 
low, has left the department to take a posi- 
tion in Sacramento Junior College. 


CARLETON COLLEGE 


Mr. Cecil Welch has been added to the 
staff as assistant in accounting. 


UNIVERSITY oF COLORADO 


Mr. E. I, Fjeld has resigned as professor of 
accounting to accept a position as lecturer in 
accounting in the School of Business and 
Civic Administration of the College of the 
City of New York. 


INpDIANA UNIVERSITY 


Professors Prickett and Mikesell are pre- 
paring proof of solutions and answers to sup- 
plement their text, Introductory Accounting. 

Mr. Geoffrey Carmichael of this department 
was elected president of the Indiana State 
Conference of Teachers of Business Subjects 
for the year 1982-38. Mr. R. M. Mikesell is 


taking an active part in the organization of 
farm bureaus and other associated organiza- 
tions dealing primarily with codperative ac- 
tivities. 


Kansas State AGRICULTURAL COLLEGE 

Wendell E. Beals, M.B.A., a graduate as- 
sistant at Northwestern University last year, 
is teaching accounting and economics in this 
department. 

A new curriculum in commerce with special 
training in accounting has been established. 
No new courses are being offered but better 
arrangements of courses have been provided. 


MarQuettre UNIVERSITY 


Prof. Leo Schmidt and Mr. P. M. Gahagan 
and Mr. A. J. Sievers, lecturers in accounting, 
passed the November examinations and re- 
ceived their C.P.A. certificates. 

Through an arrangement with the local 
chapter of the N.A.C.A., a number of ad- 
vanced accounting students are doing research 
work in cost accounting with various local 
plants. Prizes, consisting of junior member- 
ships in the N.A.C.A., will be awarded for 
the best papers in the group. 


UNIVERSITY oF MARYLAND 


Mr. S. M. Wedeberg of Yale Univeg 
has been appointed assistant professor ¢ 
counting. 


University oF Missouri 

Dean F. A. Middlebush is attending 
Disarmament Conference at Geneva 
away on a semester’s leave. During hig) 
sence Prof. Harry Gunnison Brown is 2 
as dean of the school. 

The university accounting system h 
cently been revised under the supervisi¢ 
Mr. R. D. M. Bauer of the Department 
Accounting, to conform to the classificai 
of the National Committee on Standard® 
ports for Institutions of Higher Educatis 


Universiry or MonTANA 

The University Board of Accounting’ 
recently modified its rulings to permit cami 
dates who have passed two subjects im 
examinations to write only on the remaiai 
subjects at the next examination. 

Alpha Kappa Psi has created consideral 
interest by opening a moot stock excha nge 
which each member is permitted to buy @ 
sell securities on his own account and a sti 
record is kept of all transactions and expen 


New UNIVERSITY 
Assistant Professor Harris will compli 
his work for the Ph.D. degree at Colu 
this year. Mr. Lang and Mr. Schlauch 
also ‘taking work for their degrees at € 
lumbia. 
The school is making this year its qua 
quennial survey of the curriculum and cout 
with a view to eliminating, if possible, u 
amounts of overlapping and to familiari: 
the various members of the staff with 
work being done in other courses. 


University or SouTHERN CALIFORNIA 


A new two unit course in Report Writ 
has been added to the offerings of the semi 
year. Two graduate courses are also given 
Analysis of Accounting Problems, and A 
counting Systems. § 

The Department of Commercial Aviation: 
giving some attention to the accounting p' 
lems of air transportation. 
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